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Chapter  I 
Introductory  Considerations 


The  study  of ' investments  deals  withthe  employment  of  capital 
for  purposes  of  gain.     Two  definitions  are  necessary  supplements 
of  this  statement:     first,  wealth  is  all  useful,  material  objects 
owned  by  human  beings;   second,  capital  is  wealth  set  aside  to  be 
employed  in  the  production  of  additional  wealth.     Thus,   the  nature 
of  investment  is  closely  allied  to  that  of  capital.     The  source  of 
all  capital  is  the  act  of  saving  or  the  foregoing  of  present 
consumption.     Investment  involves,  first,   the  act    of  saving  and, 
second,  the  employment  of  the  wealth  that  has  been  saved  in  the 
creation  of  new  wealth,  with  gain  as  the  basic  motive  of  the 
enterprise. 

Or  viewed  in  another  way  one  might  say  that  investment,  as  we 
understand  it  today,  is  a  development  of  the  capitalistic 
organization  of  society,  or  a  type  of  society  in  which  the  in- 
struments of  production  are  privately  ovmed  and  are  a^naged  by 
comparatively  few  individuals.     Today,  almost  everyone  who  has 
an  income  receives  it  in  the  form  of  money  and,   to  the  ordinary 
man,   investment  has  cr>  me  to  mean  the  profitable  employment  of 
funds,  or  money.     The  investor  may  place  his  funds  with  a  private 
busire  ss  or  with  a  governmental  body;  with  a  domestic  or  foreign 
enterprise;  or  in  stocks,  notes,  bonds,  bankers  and  trade 
acceptances,  mortgages  or  other  types  of  investments.  Bond 
investment  is  the  surrendering  of  purchasing  power,  or  present 
wealth,  to  another  with  the  expectation  of  receiving  a  fixed 
income  during  the  life  of  the  loan  and  the  return  of  the  principal 
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at  maturity. 

Perhaps  the  most  common  basis  for  classifying  investment 
securities  is  in  accordance  with  the  nature  of  the  issuing  or 
debt-contracting  unit.     The  following  cla.ssif ication  v/ill  serve  as 
a  useful  starting  point. 

I  Securities  of  business  enterprises: 

1.  Railroads 

2.  Public  Utilities: 

a.  Gas 

b.  Electric  light  and  power 

c.  Street  railway 

d.  Telephone  and  telegraph 

3.  Industrial,  manufacturing  and  trading  corporations 

4.  Real  estate 

5.  Financial  institutions: 

a.  Banks 

b.  Insurance  companies 

c.  Investment  trusts 

II  Securities  of  governmental  units: 

1.  National  governments 

2.  States 

3.  Municipalities: 
a*  Counties 

b.  Cities,  towns,  villages 

c.  Special  districts. 

As  indicated  above,  there  are  two  main  classes  of  securities, 
namely,  public  and  private.     The  two  chief  differences  between 
the  groups  are  discussed  more  fully  in  a  later  section,  but  may  be 

briefly  stated  here,  as  follows. 


V 


I    What  is  the  chief  aim  of  the  enterprise? 

1.  Private  -  profits 

2.  Public  -  service 

II    From  what  source  are  met  the  interest,  dividend  and 
principal  of  the  securities  which  they  issue? 

1.  Private  -  earnings 

2.  Public  -  revenues 

The  investment  market  is  composed  of  two  forces:     the  supply 
of,  and  the  demand  for,   securities.     The  various  types  of  securiti 
are  supplied  or  issued  "by  the  private  and  the  governmental  bodies 
listed  in  the  preceding  outline.     The  demand  for  securities  comes 
from  those  individuals  or  concerns  which  are  in  possession  of 
investment  funds,  chief  of  whom  are  individual  investors,  trustees 
banks,  insurance  companies,  business  concerns,   investment  trusts, 
and  educational,  religious  and  charitable  institutions. 

In  the  following  pages  of  this  thesis  v/e  shall  attempt  to 
make  a  scientific  inquiry  into  the  nature  and  the  investment  v/orth 
of  the  various  kinds  of  governmental  securities;  including,  first, 
an  investigation  of  the  growth  of  public  finance  and  the  nature 
of  public  credit,  and  second,  a  legal,  historical  and  analytical 
study  of  the  bonds  of  the  United  States,  the  American  states 
and  municipalities,  a.nd  corresponding  political  units  abroad. 
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Chapter  II 
Public  Finance  and  Public  Securities 

The  Development  of  Public  Finance 

Early  Stages:     The  development  of  the  science  of  public 
finance  has  closely  paralleled  the  evolution  of  the  institution  of 
government.     Primitive  societies  were  ruled  by  the  law  of  custom, 
or  commonly  accepted  habits,  and  organized  government  arose  only 
after  the  introduction  of  agriculture  and  warfare.     Though  history 
does  not  take  us  back  sufficiently  far  to  reveal,  in  detail,  the 
means  by  which  these  primitive  governments  were  supported,  we  know 
that  the  major  sources  were  the  voluntary  services  and  the 
plundering  of  neighboring  communities  for  food,  women  and  children. 
The  first  authentic  contribution  to  the  study  of  finance  was  made 
by  Xenophon  in  his  treatise  on  the  revenues  of  early  Athens. 

With  the  exception  of  the  more  advanced  civilizations  the 
fiscal  systems  of    the  early  states  were  very  simple.     The  fund  of 
wealth  was  small  and  its  forms  were  few.     The  public  life  of  the 
people  was  centered  about  the  family  and  religious  and  political 
institutions  rather  than  about  materialistic,   economic  interests. 
Though  the  early  states  supported  elaborate  temples  and  religious 
festivities,  and  engaged  in  frequent  warfare,   the  public 
expenditures  were  small.     Custom  held  that  to  offer  to  the  state 
one's  cervices  and  armor  on  the  field  of  battle  was  the  duty  and 
honor  of  every  male  citizen.     The  cities,  temples,   ships  and  public 
works  were  constructed  largely  by  the  labor  of  slaves.     The  citizen 
was  generally  exempt  from  taxation,  for  the  taxes  that  did  exist 
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were  imposed  upon  the  conquered  peoples.     Revenue  systems  were  not 
developed,  but  remained  of  a  simple  nature  until  Greece  and  Rome 
rose  to  supremacy. 

Athens  and  Rome:     C.  C.  Plehn1,  estimates  that  the  regular 
expenditures  of  Athens  varied  from  400  to  1,000  talents,  or  from 
$410,400  to  $1,026,000.     The  principal  purposes  for  which  these 
public  funds  were  expended  v/ere  fer  construction  of  public  works, 
buildings  and  roads,  for  public  and  religious  assemblies  and 
festivities,  for  charitable  purposes,  and  for  warfare.     The  chief 
source  of  Athenian  revenue  was  the  rental  of  public  lands, 
particularly  the  silver  mines  in  the  promontory  of  Sunium  which 
were  state  owned  and  operated  on  lease  by  private  interests.  The 
remainder  of  the  public  funds  were  derived  from  various  sources. 
The  small  Aegean  states  were  obliged  to  contribute  to  the  support 
of  the  Athenian  navy  which  policed  the  seas.     Athens  derived  a 
revenue  from  customs,  and  a  poll  tax  was  imposed  upon  foreign 
residents  and,   in  all  probability,  upon  slaves. 

In  the  very  early  days  of  the  republic  of  Rome,  public 
wealth  and  exx^enditure  were  not  distinct  from  private.  The 
governmental  activities  were  few  and  were  undertaken  by  the 
voluntary  efforts  of  the  citizens.     With  the  increase  of  wealth 
and  the  development  of  the  Republic,  public  life  |prew  into  a 
distinct  function.     Roman  revenue  was  derived  from  the  rental  of 
public  lands,  contributions  of  subjects,  ta7.es  on  luxuries,  and 
import  and  export  duties.     The  chief  items  of  expense  were 
maintenance  of  state  paupers,  religious  activities  and  an  army; 
buildings,  roads  and  public  works;  and  governmental  administration 

Plehn,  C.  0.:  "Introduction  to  Public  Finance,"  1916  p.  2 
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which  too  often  included  maintenance  of  extravagant  courts.  In 
the  days  of  the  republic  and  the  early  years  of  the  empire  the 
taxes  were  levied  by  private  individuals  v/ho  secured  this  right 
through  purchase.     The  tax  collectors  perpetrated  many  frauds  and 
the  system  proved  to  be  inefficient  and  unjust.     With  the  establish- 
ment of  the  Empire,  the  Roman  citizens  were  relieved  from  this 
oppressive  taxation  system  for  the  burden  now  fell  on  the  newly 
conquered  peoples. 

A  new  system  was  promoted  to  administer  the  taxes  imposed 
upon  the  provincials.     The  task  was  turned  over  to  associations 
of  wealthy  citizens  v/ho  could  post  sizeable  security  with  the 
government.     Each  association  subdivided  its  province  and  placed 
official  representatives  in  each  district.     Though  the  law 
legislated  against  corrupt  practices,   it  was  incapable  of 
restraining  the  oppressive  and  fraudulent  practices  of  the  tax 
collectors.     The  Empire  obtained  revenue  from  several  other 
sources.     An  exacting  tax  was  placed  on  profits  of  trade. 
Capitation  taxes  were  levied  on  cattle  and  on  slaves  kept  for 
purposes  of  luxury.     Other  taxes  were  placed  on  imports  and  exports, 
on  sales  in  auctions  and  the  public  markets,  and  bequests  to 
non-relatives . 

The  downfall  of  the  Empire  must,  in  justice,  be  attributed  to 
the  Roman  fiscal  system  as  well  as  to  the  military  activities. 
Both  were  imposed  by  despotic  administrators.     Whereas  the 
murderous  warfare  of  the  Roman  armies  checked  the  normal  growth 
of  the  population  and  snuffed  out  the  life  of  the  vigorous  flesh 
and  blood  of  the  Empire,  the  excessive  burden  of  extortionate 
taxes  crushed  the  productive  initiative  of  the  people. 

The  Middle  Af;es;     After  the  decline  of  the  Roman  Empire 
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public  life  reverted  to  its  early  and  crude  form.     The  oligarchies 
were  maintained  by  the  fruits  of  plunder  and  the  revenues  of  their 
domains;  and  taxes  were  levied  only  in  times  of  war,  famine,  and 
other  periods  of  emergency  and  want.     Under  the  feudal  system  royal 
favorites  received  large  tracts  of  land  and  assumed  the  respon- 
sibilities of  constructing  roads,  of  fighting  the  king*s  war,  of 
administering  justice,  and  of  undertaking  other  governmental  duties. 
These  feudal  princes  or  landlords  were  invested  with  the  right  to 
exact  dues  in  services  an d  kind  from  their  subjects,   the  tenants 
who  tilled  the  soil  and  engaged  in  other  simple  labors  on  the 
feudal  estate.     The  lords  employed  the  revenues  of  the  manor  more 
in  maintaining  elaborate  courts  and  in  satisfying  their  selfish 
whims  than  in  administering  justice  and  promoting  the  welfare  of 
their  subjects.     The  finances  of  the  feudal  system  were,   in  effect, 
those  of  the  royal  household,  of  private,  rather  than  of  public 
finance. 

The  fifteenth  century  saw  the  decline  of  the  manorial  system 
and  the  advance  of  the  town.     While  the  character  of  the  early 
town  left  much  to  be  desired,  the  si  tuation  did  permit  greater 
freedom  than  existed  on  the  feudal  estate.     Along  with  the  growth 
of  the  town  came  a  development  in  industry  and  commerce  and 
increasingly  complex  living  conditions.     Then  matters  of  community 
finance  assumed  a  greater  significance  and  the  tax  became  a  factor 
of  great  import.     Duties  were  placed  on  certain  commodities; 
taxes  were  levied  on  property;  community  programs  were  established 
and  municipal  debts  were  created.     Systems    of  public  house- 
keeping became  a  topic  of  great  interest  to  scholars     and  statesmen. 

Mercantilism  and  Kameralism:      The  last  century  of  the  Middle 
Ages  was  a  transitional  period  in  the  economic  order.     The  growth  of 
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manufactures  and  commerce,  the  development  of  free  labor,  the 
intellectual  reawakening  of  the  time,  the  discovery  of  the  Hew 
World  and  its  precious  metals        all  these  found  expression  in 
the  growth  of  a  money  economy  and  the  rise  of  nations.  National 
economy  now  replaced  the  narrow  independent  economy  of  the  local 
governmental  units.     A  "body  of  nationalistic  doctrines  dominated 
the  views  and  actions  of  European  statesmen  from  the  sixteenth 
century  to  Adam  Smith.     In  England  these  policies  became  known 
an  Mercantilism,   in  Germany  as  Kameralism,  and  in  France  as 
Colbertism.     These  schools  of  thougfib  were  dominated  by  the  desire 
to  strengthen  the  state  by  working  up  the  raw  materials  within  the 
country,  by  developing  domestic  industries  and  agriculture,  and 
by  fostering  export  trade  so  that  the  precious  metals  would  flow 
into  the  oountry  and  enable  the  king  to  strengthen  his  military 
forces  —  and,  thereby,  further  add  to  the  power  of  the  state. 
The  government  regulated  commerce  and  industry  toward  this  end; 
and  economic  self-sufficiency  was  placed  on  a  national  scale. 

Smith  and  Mill;     Adam  Smith's  "Wealth  of  Nations",  published 
in  1776,  opened  a  new  chapter  in  the  development  of  public  finance. 
One  of  Smith's  greatest  contributions  was  that  of  connecting 
economics  and  finance,  of  making  economic  principles  the  basis 
of  system*  of  finance.     The  "Wealth  of  Nations"  was  translated  into 
one  language  after  another  and  its  doctrines  greatly  influenced 
the  economic  and  political  policies  and  practices  of  many  nations. 
Smith's  conception  of  the  purpose  and  powers  of  the  state  was 
emphatically  opposed  to  the  paternalistic  type  of  government 
of  mediaeval  and  ancient  times.     He  fostered  the  Physiocrats' 
laissez-faire  theory  which  sought  to  limit  the  powers  and  functions 
of  governmental  units  and  to  establish  economic  freedom  with  the 
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individual,  not  the  state,  as  the  dominant  factor. 

The  power  of  Adam  Smith* s  philosophy  is  demonstrated  in  the 
chief  works  of  David  Rieario?-  and  John  Stuart  Kill3*  who  acknow- 
ledged the  necessity  of  a  narrow  scope  of  governmental  activities 
and  passed  over,  as  of  little  importance,  the  subject  of  public 
expenditures  and  debt.     Writing  in  the  middle  of  the  nineteenth 
century,  Mill  said,   "One  of  the  most  disputed  questions  both  in 
political  science  and  in  practical  statesmanship  at  this 
particular  period,  relates  to  the  proper  limits  of  the  functions 
and  agency  of  governments. "4-     Mill  goes  beyond  the  earlier  laissez 
faire  theorists  and  gives  a  broader  perspective  to  the  situation 
by  pointing  out  several  practical  exceptions  to  the  doctrine  that 
the  needs  of  society  can  best  be  met  by  private  and  voluntary 
initiative.     He  does,  however,  adhere  to  the  views  of  the  Physiocra 
and  Adam  Smith.     In  his  "Principles"  Mill  wrote,  "Laissez-faire, 
in  short,  should  be  the  general  practice:     every  departure  fn 
it,  unless  required  by  some  great  good,   is  a  certain  evil."  5 


•on 


The  Nature  of  Modern  Public  Finance 


Since  the  publication  of  Bill's  great  work,   the  fallacies 
of  the  laissez-faire  philosophy  have  been  demonstrated  many  times. 
One  of  the  most  significant  social  movements  of  the  past  half 
century  has  been  the  constantly  increasing  dependence  upon 


^•Ricardo,  David:   "Principles  of  Political  Economy  and 
Taxation",  1817 

3,Kill,  John  Stuart:   "Principles  of  Political  Economy1*,  1843 
4«ibid,  Ch.I,  p.  385 
5'ibid,  Ch.  XI  p.  569 
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governmental  agency,  rather  than  upon  individual  and  private 
initiative,  for  the  satisfaction  of  our  manifold  wants.  This 
tendency  is  evidenced  by  the  historical  fact  that  the  expenditures 
of  governmental  agencies  of  all  civilized  countries  have  increased 
tremendously  in  recent  times. 

Causes  of  Increased  Public  Expenditures:     The  largest  single 
cause  of  public  expenditures  in  the  United  States  is  war  past 
and  future.     The  costs  of  the  outlays  of  modern  warfare  are 
tremendous.     Though  warfare  in  early  times  occurred  more  frequently 
and  extended  over  longer  periods  than  the  wars  of  recent  years, 
the  costs  of  the  latter  are  by  far  the  greater.     The  entire  army 
of  the  early  Roman  Empire  could  be  equipped  at  no  more  expense 
than  the  cost  of  a  modern  warship.     Not  only  is  modern  equipment 
more  complex  and  costly,  but  the  large  scale  military  activities 
of  recent  years  have  incurred  new  items  of  expense.  Soldiers1 
pensions  and  bonuses,   interest  on  public  debt  created  for  war 
purposes,  training  camps  and  scientific  research  in  peace  time 
constitute  an  astounding  drain  on  federal  funds. 

The  fluctuation  of  commodity  prices  produces  the  same  effect 
on  public  expenditures  as  on  those  of  private  business.     With  the 
steady  rise  of  prices  from  1895  to  the  close  of  the  World  War, 
the  government  obtained  fewer  goods  and  services  per  dollar  of 
expenditure  and,  therefore,  was  required  to  expend  more  dollars 
to  obtain  only  the  same  value  of  supplies  and  services  as  before. 

A  more  fundamental  cause  of  the  increase  of  governmental 
expenditures  is  the  growth  of  population  which  is,  at  once, 
caused  and  node  possible  by  the  rapid  advancement  of  industry  and 
commerce.     The  Industrial  Revolution,   in  giving  birth  to  many 
inventions  in  manufacturing,  agriculture,  communication  and 
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commerce,  opened  up  new  fields  which  require  governmental  super- 
vision and  regulation.     Industrial  advancements  produced  an  ever 
growing  fund  of  wealth  from  which  new  capital  was  ploughed  back 
into  industry  and  which  has  resulted  in  the  complicated  economic 
order  of  the  present  day.     In  connection  with  the  factor  of  growing 
population  one  should  not  forget  that  the  law  of  diminishing 
returns,  or  increasing  costs  per  person  served,   applies  to  public 
finance. 

The  growth  of  population  has  caused  an  extension  of 
governmental  provinces  and  increases  in  its  expenditures.  Hot 
only  have  costs  of  providing  protection  and  administering 
justice  been  increased  by  the  larger  number  of  residents,  but  a 
new  variety  of  governmental  duties  has  been  created.     In  the 
early  factory  towns  large  numbers  lived  in  overcrowded  slums 
and  depended  upon  tyrannical  employers  for  their  subsistence. 
The  attempts  or  municipal  bodies  to  protect  the  worker  from 
the  impositions  of  his  employer  led  to  the  development  of  labor 
legislation  as  a  public  function.     The  factory  system  developed 
urban  communities  and  caused  an  expansion  of  governmental 
activities  so  as  to  include  public  water  works,  gas  works  and 
street  lighting,  police  forces,  commissioner  of  health  and 
sanitary  methods,  fire  department,   school  systems,  libraries,  and 
numerous  other  functions. 

As  an  individuals  standards  of  living  rise,  those  of 
society  in  general  and  of  his  government  must  also  advance. 
Yesterday* s  luxuries  have  become  today* s  necessities.     The  high- 
ways, public  buildings,  parks,  playgrounds  and  lighting  systems 
of  twenty  years  ago  no  longer  satisfy  present  day  tastes  and  needs, 
but  must  be  remodeledor  reconstructed  to  conform  with  modern 
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standards.     Old  functions  must  be  performed  better,  and  new 
functions  added. 

The  growing  tendency  of  governmental  bodies  to  engage  in 
social  welfare  activities  must  be  included  in  the  causes  of 
increasing  public  expenditures.     Today,  hospitals,   clinics,  day 
and  night  schools,  parks,  playgrounds,  gymnasia,  beaches,  concerts 
and  charitable  institutions  are  placed  at  the  disposal  of  all. 
State  legislatures  have  cade  provisions  for  sanitary  methods, 
safety  devices,   social  insurance  and  old-age  pensions  in  order  to 
protect  the  rights  of  the  poor  and  underprivileged.     Though  these 
items  of  expenditure  constitute  a  considerable  sum,   one  can  say 
in  all  safety  and  justice  that  governmental  bodies  have  but  begun 
to  recognize  these  social  welfare  responsibilities. 

To  present  all  the  causes  of  the  increase  in  governmental 
expenditures  is  a  task  beyond  this  treatise,  but  there  remain  a 
few  other  reasons  worthy  of  mention.     The  ability  of  governments 
to  borrow  with  comparative  case  has  led  many  public  bodies  to 
spend  heavily  and  unwisely.     Incompetent  public  officials  and 
employees,  lack  of  foresight  in  economic  activities,  and  un- 
willingness to  economize  have  added  to  the  costs  of  governmental 
administration. 

Public  finance  as  a  Science:     The  mounting  costs  and  the 
widening  scope  of  governmental  activites  have  had  profound  effect 
upon  many  social  institutions.     They  have  played  a  significant 
part  in  the  development  of  the  study  of  public  finance.  A 
systematic  study  of  the  correct  uce  of  public  funds  has  accompanied 
the  growth  of  public  expenditures  of  the  past  half  century,  and 
now  public  final  ce  is  considered  a  separate  science  and  an 
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indispensable  aid  to  the  proper  execution  of  governmental 
responsibilities. 

Writing  in  1916,   Carl  C.  Plehn  said,   "Public  finance  may  be 
called  a  science,  "because  (l)  it  deals  with  a  definite  and  limited 
field  of  human  knowledge;    (2)  it  admits  of  an  orderly  arrangement 
of  its  facts  and  principles,  and  contains  many  laws  of  general 
progress  belonging  exclusively  to  its  own  field;   (3)  it  admits  of 
the  application  of  scientific  methods  of  investigation;   (4)  it 
foresees  as  well  as  explains  a  certain  class  of  phenomena. "6,< 

Public  Finaa ce  Defined:     In  1576,   Jean  Bodin,   in  his  "Les 
Six  Livres  de  la  Republique, ■  said  that  the  proper  use  of  public 
funds  involves  three  considerations:     "The  first  is  honest  means 
of  raising  revenues;   the  second  is  to  employ  them  for  the  profit 
and  honor  of  the  state;  and  the  third,   to  save  some  portion  of 
them  for  time  of  need."7*     This  definition  of  the  scope  of  public 
finance  has  been  accepted  and  used  by  most  writers  down  to  the 
present  time. 

J.  H.  von  Justi,8*  a  leading  cameralist,   in  1755  divided  the 
study  of  public  finance  into  three  parts:     (l)  revenues,  (2) 
expenditures  and  (3)  emergency  measures  and  financial 
administration. 

Harley  L.  Lutz  in  his  recent  work  states  the  following 
definition:     "The  subject  of  public  finance  deals  with  the 
provision,  custody  and  disbursement  of  the  resources  needed  for 
the  conduct  of  public  functions."9,    Like  Bodin,  he  divides  the 

b»  Plehn,  Carl  C. !   "Introduction  to  Public  Finance,  1916  p. p. 2, 3 
7*  Bodin,   Jean:  Bk.  6;   adapted  from  C.J.  Bullock's  "Selected 
Readings  in  Public  Finance",  2nd  Edition,  1920,  p.  3 

8'     von  Justi,   J.  H. :   "Staatswirthschaf t "  1755;   see  Lutz  (below) 
IS 

Lutz,  Harley  L. :   "Public  Finance,  p.  3,  D.  Appleton  Co., 
New  York,  1924 
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subject  matter  into  three  parts:     (l)  public  expenditures,  (2) 
revenues  and  (3)  f inanci al  administration. 

Public  and  Private  Finance:     Though  both  public  and  private 
finance  are  concerned  with  the  expenditure  of  funds  and  have  the 
principles  of  economics  as  a  common  basis,   they  differ  in  several 
respects.     To  start  with  their  purposes  differ.     Bodies  politic 
are  primarily  interested  in  rendering  service,  while  private 
business  seeks  to  make  a  profit  on  its  invested  capital.  Public 
expe.  natures  are  made  for  the  purpose  of  bettering  social  welfare, 
of  serving  the  members  of  society,  whereas  private  industry  expends 
its  funds  in  order  to  benefit  further  the  interests  of  a  limited 
number  of  individuals  and  to  serve  society  only  when  such  action 
yields  a  profit. 

To  compare  and  analyze  the  costs  of  production  and  the  value 
of  the  product  of  public  activity  against  those  of  private  industry 
is  practically  impossible.     In  the  competitive  conditions  of 
private  business  the  costs  of  production  will  determine  to  a  great 
extent  the  value  of  the  product  manufactured.     In  that  most  of 
the  products  of  public  bodies  are  not  material  goods,  but  are 
intangible  services  which  cannot  be  paid  for  on  a  cost  of 
production  basis,  governments  must  seek  other  sources  in  order 
to  raise  the  necessary  funds  to  meet  its  operation  and  adminstrativ 
costs. 

Private  industry  regulates  its  expenditures  in  accordance 
with  the  amount  of  its  income,  whereas  in  public  housekeeping  the 
expenditures  are  made  and  then  the  income  is  sought.     Though  there 
are  a  few  exceptions  to  this  statement,  in  general,  the  income  of 
the  state  is  adjusted  to  meet  its  financial  needs. 

A  fourth  distinction  between  public  and  private  finance,  and 


6 


& 


one  of  particular  interest  to  the  investor,  relates  to  the  sources 
from  which  each  derives  the  funds  with  which  it  meets  its  obligation 
In  private  business  the  liabilities,   interest  to  bondholders  and 
dividends  to  stockholders  must  be  met  by  earnings  from  operation. 
Though  the  liabilities  of  bodies  politic  are  normally  paid  by  the 
usual  revenue  returns,   it  is  well  to  remember  that,  when  necessary, 
governmental  units  co,n  fall  back  on  their  taxing  privilege  in 
order  to  pay  the  principal  and  service  on  their  debts. 

Economic  Effects  of  Public  Expenditures  and  Debt;  On 
Expenditures:     A  popular  fallacy  of  early  times  and  one  which  is 
heard  too  often  today,  held  that  all  governmental  expenditure  -- 
of  itself        was  a,  beneficial  act  since  it  tended  to  stimulate 
better  times  by  creating  a  demand  for  labor  and  by  placing  money 
in  circulation.     If  domestic  or  local  labor  and  materials  were 
employed,  the  expenditure  was  thought  to  be  an  unusual  boon. 
These  fallacious  views  greatly  influenced  public  officials  until 
Adam  Smith  disclosed  the  errors  and  declared  that  only  productive 
public  expenditure  could  be  beneficial. 

What  is  a  productive  expenditure?    Public  expenditures  must 
not  merely  absorb  the  surplus  of  unemployed  labor  but  must  produce 
either  wealth  or  useful  services.     As  will  be  seen  in  the  later 
chapters  of  this  thesis,  the  investor  must  judge  each  expenditure 
on  its  own  merits,  testing  the  economic  soundness  of  the  plan 
and  critically  studying  the  probable  effects  or  outcome.  Each 
disbursement  should  produce  intellectual  or  moral  advancement, 
should  further  guarantee  economic  and  social  security,  should 
add  to  our  material  and  tangible  welfare,  or  should  assist  the 
promotion  of  our  standards  of  living  in  some  other  definite  way.  • 
The  burden  of  a  public  debt  depend,,  in  a  large  way  upon  the  wisdom 
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with  which  the  funds  are  spent. 

On  Debt:     Jean  Boding0,  in  1576,   emphatically  condemned 
public  borrowing  at  interest.    Writers  who  followed  Bodin  lauded 
public  debt  as  a  national  boon  which,   of  itself,   added  more  capital 
to  the  existing  fund  of  wealth.     The  views  of  Adam  Smith  and  a 
few  of  bis  followers  caused  another  swing  of  this  pendulum  of 
economic  thougth.     Smith11,  said,   "The  practice  of  funding  has 
gradually  enfeebled  every  state  which  has  adopted  it;"  and  "it  is 
only  during  the  continuance  of  war  that  the  system  of  funding 
has  the  advantage  over  the  other  system,"  or  the  system  "of 
defraying  the  public  expense  by  a  revenue  raised  within  the  year." 

Economists  of  the  present  day  are  in  agreement  that  public 
borrowing,  of  itself,  neither  crea.tes  new  wealth  nor  destroys 
existing  wealth.     Any  analysis  of  the  economic  effects  must  apply 
to  the  use  to  which  these  funds  are  put.     Not  all  borrowing  is 
for  productive  purposes.     Some  loans  are  used  in  carrying  on 
warfare  and  other  wealth-destroying  activities,  while  others  are 
employed  in  unproductive  extravagances;   and  in  either  case,  though 
the  borrowing  unit  may  honor  both  the  principal  and  the  service 
of  its  debt,   society  as  a  whole  is  the  loser.     Just  as  in  private 
business,  loans  employed  for  productive  purposes  result  in 
mutual  benefit  to  both  debtor  and  creditor. 


Public  Credit 


Constitutionalism  and  Public  Funds;     An  outstanding 


Bodin,  Jean:  Op.  cit.,  Bullock,  p.  4 
•  Smith,  Adam:  Op.   cit.,  Bk.   5,   Ch.  3 
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characteristic  of  the  development  of  .democratic  and  constitutional 
forms  of  government  is  that  the  control  of  public  funds  has  been 
placed  in  the  hands  of  legislative  bodies  composed  of  representat iv 
of  the  citizens.     Though  successful  management  of  the  funds  of 
a  democratic  state  depend  upon  an  intelligent  and  an  interested 
citizenry,  only  recently  has  the  general  public  taken  any  interest 
in  systems  of  public  finance.     The  governmental  bodies  in  the 
United  States  constitute,  at  once,  the  world's  largest  single 
producer  and  consumer  of  goods  and  services.     Their  financial 
transactions  mount  to  several  billions  of  dollars  each  year.  The 
sources  from  which  the  governmental  units  receive  the  income 
necessary  to  finance  their  tremendous  undertakings  is  worthy  of 
brief  mention. 

Public  ^ecei'ots:     In  order  better  to  understand  the  position 
of  public  debt  let  us  outline  briefly  the  sources  of  governmental 
income. 

A.  Public  revenues 

1.  Economic  enterprises 

2.  Administrative  revenues 

3.  Taxation 

B.  Borrowing  an  public  credit 

Governmental  receipts  are  derived  from  two  sources:  revenues 
and  loans.     Public  revenue  is  that  portion  of  the  government's 
income  which  increases  its  assets  without  increasing  its 
liabilities.     Funds  secured  by  borrowing  on  public  credit  are  not 
considered  as  revenue  because,  to  the  borrower,  loans  are  a 
liability  which  represent  advances  received  in  anticipation  of 
taxes,  customs  duties,   earnings  on  economic  enterprises,   and  other 
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revenues. 

Public  Credit;     The  Need  and  Growth  of  Public  Borrowing: 
Governments  must  borrow  for  much  the  same  reasons  that  private 
business  borrows.     When  the  ordinary  income  is  insufficient  to 
cover  the  expenses,  public  bodies  must  borrow.  Catastrophes 
such  as  the  Mississippi  flood  or  the  San  Francisco  fire  necessitate 
"borrowing  in  order  to  secure  immediate  relief  funds.  Rather 
than  imposing  burden®  me  taxes  if  paid  for  in  one  year,  long- 
term  projects  such  as  harbor  improvements,  public  buildings  and 
roads  are  financed  by  means  of  long-term  loans. 

The  management  of  both  public  and  private  funds  requires 
a  satisfactory  balance  between  income  and  expenditures.  Private 
business  adjusts  its  expenditures  to  its  income,  whereas  bodies 
politic  regulate  their  income  to  the  outgo,  and  in  either  case, 
failure  to  make  the  proper  adjustment  creates  a  deficit.  In 
private  life  and  business  an  individual  may  ward  off  a  deficit 
by  curtailing  his  expenses,  but  the  needs  and  functions  of  public 
bodies  are  less  flexible  and  do  not  permit  of  drastic  reductions. 
"Experience  has  shown  that  in  times  when  curtailment  of  public 
expenditures  has  been  found  necessary,  the  axe  has  been  laid  to 
the  school  system  or  to  some  other  department  least  able  to  stand 
the  cut. 

The  causes  of  the  rapid  increase  in  public  debt  are  the  same 
as  the  reasons  for  the  growth  of  expenditures,   discussed  in  an 
earlier  section.     War  has  been  the  great  evil  which  has  burdened 
national  governments  with  staggering  debts.     Public  debts,  and 
those  of  state  and  local  governments  in  particular,  have  been 
increased  by  the  unsound  practice  of  political  administrators 
of  funding  temporary  loans  and  short-term  projects  into  long- 


term  "bond  issues,   in  order  to  avoid  raising  taxes  and  incurring 
the  disfavor  of  their  constituents. 

The  Mature  of  Credit:     Public  credit  is  but  one  kind  of 
general  credit.     To  define  credit  properly  is  a  difficult  task, 
for  many  distinguished  economists  have  been  unable  to  agree  on 
its  chief  characteristics.     Several  writers  on  public  finance, 
by  treating  lightly  and  inaccurately  the  topic  of  general  credit, 
have  failed  to  make  intelligible  an  important  premise  to  the  study 
of  public  borrov/ing  and  public  securities.     Credit  is  loosely 
conceived  and  too  often  defined  as  having  to  do  with  getting  some- 
thing now  in  exchange  for  a  promise  to  pay  later,  or  as  one 
otherwise  eminent  authority12,  on  public  finance  carelessly  said, 
in  treating  this  subject,   "fundamentally  credit  means  a  promise 
to  pay  in  some  form  or  other."    But  credit  is  not  a  promise. 

While  these  definitions  may  describe  a  part  of  a  credit 
transaction,  our  purpose  is  not  furthered  by  such  inadequate 
statements.     Credit  does  not  mean  a  promise.     A  more  accurate 
working  definition  is  that  credit  is  the  "ability"  to  obtain  goods 
or  services  in  exchange  for  a  promise  to  pay  money  at  a  later 
date.     Credit  is  a  "quality"  which  the  debtor  or  borrower 
possesses  and  which  he  offers  to  the  creditor  or  lender;   that  is, 
the  credit  always  passes  from  the  buyer  to  the  seller,  from  the 
borrower  to  the  lender.     The  clear  understanding  of  this 
fundamental  point  is  of  importance  to  us  because  the  analysis  of 
government  securities  is  largely  a  study  of  the  borrowers  credit. 
That  the  creditor  accepts  the  offer  of  credit  of  the  debtor  and 


negotiates  a  loan  is  evidence  that  he  has  faith  in  the  borrower's 
credit.     This  confidence  nay  he  based  on  the  character  of  the 
debtor  (his  intention  or  willingness  to  pay)  or  on  the  character 
of  his  business  or  enterprise  (his  ability  or  capacity  to  pay). 

These  principles  are  the  basis  of  all  forms  of  credit,  whether 
public  or  private.     Public  credit  is  involved  in  the  borrowing- 
operations  of  governmental  units,  and  this  fact  suggest  certain 
distinctions  from  private  credit.     As  will  later  be  shown,  national 
governments  are  sovereign  bodies  and  cannot  be  compelled  by  law 
to  pay  their  debts.     The  state  may  exercise  its  sovereign  rights 
by  levying  taxes  to  meet  its  obligations,  whereas  private  bodies 
must  rely  on  earnings  of  their  enterprises.     The  perpetual  nature 
of  government  further  distinguishes  its  debts  from  those  of  private 
business  which,   even  under  the  best  management,   is  subject  to 
changing  economic  conditions. 

Classification  of  the  Forms  of  Public  Debt:     One  of  the 
oldest  methods  or  classifying  public  debts  has  as  its  basis  the 
manner  in  which  the  loan  is  negotiated.     Another  method  and  one 
used  more  often  in  the  study  of  investments  is  based  on  the  life 
of  the  loan  or  the  period  for  which  the  debt  runs.     The  following 
outline  will  serve  as  a  useful  introduction  to  a  description  of 
the  forms  of  governmental  loans. 

A.  Manner  of  negotiating  loans: 

1.  Compulsory  loans 

2.  Contractual 

(a)  Patriotic 

(b)  Business 

B.  Life  of  the  debt: 

1.  Perpetual  loans 


2.  Terminable 

(a)  Short-term 

(b)  Long-term 

The  compulsory  lean  or  the  appropriation  of  private  funds 
or  property  for  the  support  oi  the  public  powers  is  an  exercise 
of  sovereign  rights  which  was  employed  more  frequently  in  early 
times  than  today.     The  term  "compulsory  loan*  is  incompatible  with 
the  concept  of  credit  for  when  a  government  employs  compulsion 
ana  iorces  an  individual  into  loaning,   it  destroys  the  element  of 
confidence  and  reduces  the  transaction  to  a  matter  of  confiscation. 
Though  the  government  gives  either  a  direct  or  implied  promise  to 
repay  the  debt,   little  can  be  said  in  favor  of  the  forced  loan. 
Its  history  shows  that  inevitably  it  leads  to  greater  financial 
difficulty,  and  in  many  cases  to  repudiation  and  financial 
collapse . 

In  the  case  of  contractual  loans  the  borrowing  government 
offers  its  credit  which  is  voluntarily  accepted  by  its  creditors. 
The  phrase  "'patiiotic  loans"  is  used  to  describe  a  transaction 
in  which  a  government  appeals  to  public  sentiment,  an  emotional 
rather  than  a  rational  appeal,   in  order  to  secure  a  loan.  This 
appeal  generally  employs  propaganda  to  arouse  the  citizenry  to 
a  high  pitch  of  nationalistic  feeling.    A  loan  whose  only  basis 
is  a  plea  to  patriotic  emotions  may  collapse  from  its  own  weight. 
A  public  loan  must  be  judged  by  the  same  standards  which  apply 
to  private  borrowing  or  business  loans.     In  order  to  assure  the 
confidence  of  the  creditor,  a  governmental  loan  must  be  based  on 
sound  business  principles  and  must  result  in  economic  benefit 
to  both  lender  and  borrower.     A  loan  received  under  any  other 
pretexts  has  an  unsound  basis  and  is  liable  to  failure. 


A  second  classification  is  concerned  with  the  maturity  of  the 
debts.     Perpetual  bonds  are  issued  without  maturity  dates  but  are 
redeemable  at  the  will  of  the  issuing  unit.     "Perpetuals",  as  they 
are  called,  constitute  a  large  portion  of  the  debts  of  European 
governments,  with  the  British  "Consols"  and  the  French  and  Italian 
"Rentes"  as  the  outstanding  examples.     The  debts  of  the  first 
United  States  Government  and  those  incurred  after  the  Tar  of  1812 
were  created  in  the  form  of  perpetual  bonds,  but  were  later 
redeemed.     In  1362  a  new  policy  was  introduced  with  a  bond  issue 
known  as  the  f ive- twenties" ,   or  bonds  redeemable  after  five  years 
at  the  Government's  will  and  payable  after  twenty  years.  Professor 
H.  C.  Adams  observed  that  from  the  early  part  of  the  nineteenth 
century  to  his  writing  (1837)  that  "the  American  people  have 
manifested  a  strong  dislike  to  the  perpetuation  of  a  funded  debt." 
This  observation  might  accurately  be  carried  down  to  the  present 
time,  for  the  United  States  now  adheres  to  a  strict  practice  of 
employing  loans  with  definite  dates  of  maturity  and  to  a  policy  of 
paying  off  its  national  debt  as  rapidly  as  possible  . 

Short-term  debt  is  incurred  in  equalizing  receipts  and 
expenditures  of  public  funds  between  revenue  collecting  periods, 
in  cases  of  short-term  projects,  and  in  depression  financing. 
In  spite  of  scientific  use  of  the  budget  system,  unforeseen 
shrinkage  in  revenues  may  occur,  or  the  bulk  of  disbursements 
may  fall  in  one  quarter  while  the  revenues  may  be  collected  each 
quarter  or  collected  once  a  year  but  at  a  latter  date  than  that 

of  the  expenditures.     Where  such  irregularities  exist,  short- 
term  borrowing  is  a  proper  method  of  equalizing  the  funds.  Gen- 
erally short-term  debts  are  evidenced  in  two  ways:   (l)  bank  loans 
and  (3)  debts  of  the  treasury,  which  include  treasury  warrants 


"bills  and  certificates. 

The  treasury  warrant  is  sometimes  used  to  meet  expenses 
when  there  are  no  funds  availabe.     The  warrant  is  a  kind  of 
compulsory  loan  "because  the  government  disregards  its  contractual 
terms  of  payment  and  practically  forces  the  creditor  to  accept 
the  warrant.     Local  governmental  units  are  the  most  frequent 
offenders  in  this  loose  practice.     In  order  to  convert  the  warrant 
into  currency,   the  recipient  must  either  wait  until  the  next  tax 
collection  period  or  such  other  time  when  the  treasury  has  been 
reimbursed  or  he  may  rediscount  the  warrant  with  a  local  bank  for 
whatever  price  it  will  bring.     Though  this  practice  is  being  out- 
grown, many  recent  cases,  and  even  more  in  the  past,  have  gone 
unnoticed  due  to  the  fact  the  offending  governmental  unit 
substituted  the  terms  "bond"  and  "Loan"  for  that  of  "warrant." 
The  use  of  the  treasury  warrant  is  unsound,   regardless  of  the  excu 
or  title  (disguise)  under  which  it  is  issued.  • 

In  the  past,  unwise  public  leaders  have  employed  the 
compulsory  loan  in  the  form  of  promissory  notes  of  the  government, 
forced  into  circulation  as  legal  tender.     Our  earlier  national 
experiences,  with  the  Continental  and  the  Greenback,  proved  that 
no  good  oo  me s  from  the  use  of  the  demand  note  or  forced  promissory 
note,  and  that  the  ultimate  result  is  liable  to  be  the  burden  of 
an  inflated  currency  and  commodity  prices,  of  overissue  and 
suspension  of  specie  payments,  and  of  business  expansion, 
specu]ation  and  crisis.     The  use  of  such  notes  should  be  avoided 
and  in  no  event  should  they  be  allowed  to  accumulate  to  large 
amounts  and  then  to  be  funded. 

During  the  World  War  the  Federal  Government  issued  treasury 
certificates,  or  short-term  interest  bearing  obligations,  in 
anticipation  of  loans  and  revenues  from  the  special  war  taxes. 
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These  treasury  notes  have  played  an  important  part  in  our  present 
depression  financing* 

The  bank  loan  is  the  best  method  of  meeting  the  need  of 
temporary  equalizations.     Local  governments  generally  offer  their 
credit  to  domestic  banks,  while  national  governments  in  need  of 
temporary  funds  usually  apply  to  the  large  banks  of  foreign 
countries.     The  short-term  credits  recently  extended  by  the  "Bank 
of  Prance  and  private  banks  in  the  United  States  to  the 
governments  of  England  and  Germany  is  a  case  in  point.     In  order 
to  assure  prompt  payment  of  these  debts  and  to  prevent  their  hang- 
ing over  and  funding,  the  borrowing  unit  must  readjust  its  fiscal 
system  and  balance  its  budget. 

The  remaining  class,  or  long-term  loans,  constitute  the  most 
important  type  of  government  securities  in  the  investment  market. 
The  following  pages  will  be  devoted  to  an  analytical  study  of  the 
investment  worth  of  governi.iental  bonds. 
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Chapter  III 

United  States  Bonds 

The  Legal  Status  of  National  Governments 

The  basic  distinction  in  the  study  of  governmental  securities 
is  between  sovereign  bodies  and  their  political  subdivisions. 
National  governments,  the  states  of  the  United  States,   and  self- 
governing  domains  are  sovereign  bodies  or  supreme  powers  which 
recognize  no  higher  authority.     The  sovereign  power  of  our  Federal 
Government  is  invested  in  Congress  which  is  permitted  by  Con- 
stitutional provision  to  borrow  on  the  credit  of  the  United  States 
without  restrictions  as  to  purpose        amount . 

In  reference  to  the  creation  of  debts  by  sovereignties  the 
term  "investment  contract"  is  misleading.     A  contract  is  an 
agreement  between  two  parties,   involving  a  consideration,  and 
backed  by  the  legal  right  to  hold  the  defaulting  party  to 
performance  of  the  terms  of  the  contract.     Thus,  when  a  private 
corporation  or  individual  enters  an  investment  ©ontract  and  agrees 
to  pay  the  interest  and  principal  of  its  debt,  and  later  defaults, 
the  creditor  may  employ  his  legal  right  of  applying  to  the  proper 
court  for  protection  against  the  debtor fs  action.     If  a  judgment 
is  granted,  the  court  v/ill  then  attach  the  property  of  the 
defaulting  party  and  demand  payment.     The  situation  is  different 
in  the  case  of  governments.     An  act  of  Congress  defaulting  the 
interest  or  repudiating  our  entire  national  debt  would  be  valid 
and  within  its  powers.     A  creditor  cannot  establish  legal  suit 
against  the  Government  without  first  having  obtained  permission 
from  the  Federal  powers;  and  since  sovereign  bodies  submit  to  no 
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higher  authority,   its  property  is  not  liable  to  seizure  by  the 
court st'     To  bring  ordinary  legal  compulsion  against  a  defaulting 
sovereignty  is  beyond  the  power  of  any  individual. 

Cases  of  national  debt  repudiation  are  not  uncommon.  China, 
Greece,   several  republics  of  South  and  Centra,!  America,  Mexico 
and  Russia,  among  others,  have  repudiated  their  debts.  Though 
there  are  no  legal  means  of  forcing  a  national  government  to  pay 
its  debts,  other  methods  have  been  employed  in  the  past.  Physical 
force  or  collection  by  warship  has  been  used  in  cases  where  citizens 
have  induced  their  government  to  employ  military  or  naval  strength 
in  compelling  defaulting  .governments  to  pay.     One  recent  instance 
occured  where  Great  Britain  threatened  to  dispatch  naval  forces 
to  Nicaragua  and  compel  payment  of  the  bonds  held  by  British- 
citizens.     The  United  States  prevented  the  execution  of  this  plan 
by  protesting  on  the  grounds  that  such  action  would  constitute  a 
violation  of  the  Monroe  Doctrine. 

Other  more  effective  and  orderly  means  are  available. 
Bondholders  may  succeed  in  collecting  by  giving  considerable 
publicity  to  the  act  of  repudiation,   thereby  destroying  world 
confidence  in  the  credit  standing  and  political  stability  of  the 
defaulting  government.     Rather  than  permitting  such  action,  a 

■*»•'  Suits  against  property  (i.e.   "in  rem")  may  be  brought 
against  a  sovereign  government  in  a  court  located  outside  the 
.power  of  the  defaulting  sovereignty  without  the  latter* s  consent. 
For  example,  a  suit  ag  inst  Illinois  might  be  established  by  a 
citizen  of  Ohio  in  an Ohio  court,  but  the  judgment  of  the  court 
can  apply  only  to  the  property  of  Illinois  which  is  located 
within  the  court fs  jurisdiction, 
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a  government  will  generally  pay  or  at  least  come  to  an  agreement 
with  the  "bondholders.     Either  voluntary  or  f oread  negotiations 
for  the  purpose  of  settlement  "between  the  debtor  and  creditors 
is  the  best  method  since  it  results  in  mutual  benefit  to  both 
parties.     A  case  in  point  occurred  in  the  latter  part  of  the 
nineteenth  century,     whoa  Sir  Robert  Hart  assumed  control  of  the 
customs  houses  of  China  and  succeeded  in  solving  the  financial 
difficulties  to  the  satisfaction  of  the  Chinese  government  and 
the  British  holders  of  the  defaulted  bonds. 

One  can  clearly  see  that,  as  a  class,  national;  government 
bonds  are  legally  the  weakest  type  of  security.  Further 
investigation  v/ill  show,  however,  tltat  in  the  business  of 
investments  one  cannot  depend  too  strongly  upon  securities  "  as 
a  class".     Thus  the  author  would  say  that  though  he  considers, 
as  a  class,  national  government  bonds  to  be  a  stronger  type  of 
security  than  the  common  stocks  of  industrial  corporations,  he 
would  prefer  the  common  stock  of  General  Electric  Corporation  to 
the  bonds  of  Peru. 

As  in  the  case  of  all  securities,   the  investment  value  of 
national  governmetn  bonds  depends  upon  the  willingness  and  the 
ability  of  the  issuing  unit  to  pay.     The  character  of  the  people, 
as  shown  by  their  debt  record,   throws  considerable  light  on  their 
good  faith  or  willingness  to  pay  or  financial  responsibility.  A 
study  of  the  financial  history  of  a  government  is,  therefore,  a 
necessary  part  of  an  analysis  of  its  current  indebtedness  and  the 
investment  worth  of  its  securities. 
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United  States  Debt  History 


Present  Status  of  TJ.  S.  Bonds:     The  bonds  of  the  United 
States  Government  are  ijated  higher  than  any  other  investment  se- 
curities, private  or  public,  domestic  or  foreign.     The  unblemished 
debt  record  of  the  United  States,  from  its  organization  in  1$29 
to  the  present,  has  made  is  bonds  the  "premier  security"  in  the 
financial  markets  throughout  the  world.     The  Federal  Government 
has  suffered  through  crucial  warfare,  civil  and  international, 
and  has  survived  severe  depressions  and  calamities  without  ever 
having  permanently  defaulted  on  the  interest  or  principal  of  its 
debts. 

Period  from  1739  to  1360:     Tnen  the  United  States  Government 
replaced  the  Confederate  Congress,  the  financial  situation  of 
this  country  was  very  serious.     In  1739  we  had  no  central  bank 
and  no  banking  system;  we  had  no  currency  of  our  own.  Worthless 
paper,  foreign  coins,  tobacco,  corn  and  other  commodities  were 
the  media  of  exchange  of  our  simple  and  undeveloped  economy.  The 
Confederation  and  several  of  the  states  had  defaulted  on  their 
obligations  and  had  interest  in  arrears  for  several  years.  There 
existed  no  adequate  taxation  system.     The  national  debt  stood  at 
$52,738,222.  and  the  obligations  of  the  several  states  amounted 
to  at  least  another  $25 £00, 000.     The  federal  treasury  was  empty 
and  our  credit  was  in  bad  repute  in  Europe.     This  was  the 
situation  which  the  new  government  inherited  in  1789  and  which 
Alexander  Hamilton  sought  to  conquer  when  he  became  Secretary  of 
the  Treasury. 

Hamilton  secured  small  loans  from  a  private  bank  in  order 
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to  raise  funds  to  meet  the  immediate  administrative  expenses. 
By  pledging  specific  revenues  and  the  annual  net  surplus  of  the 
federal  government,  Hamilton  was  able  to  negotiate  a  $60,000,000. 
loan  of  which  $12,000,000.  was  applied  to  retirement  of  the  foreign 
loans  and  $21,  500,000.  to  domestic  loans.     By  1798  our  credit 
position  had  improved  to  the  extent  that  we  were  able  to  obtain 
a  $5,000,000*  loan  at  8  per  cent,  from  Holland,  and  in  1803  we 
borrowed  $13,000,000.  for  Louisiana  purchase.    Hamilton  firmly 
inaugurated  the  policy  that  the  national  debts  should  be  paid  in 
full,  and  by  carrying  out  this  plan  he  was  able  to  establish  our 
national  credit  in  the  period  of  one  short  but  critical  decade. 
During  this  period  Hamilton  proved  himself  to  be  a  financial 
genius  by  also  establishing  the  United  States  Mint,  by 
organizing  a  system  of  taxation,  by  inaugurating  a  sinking  fund 
plan  to  discharge  our  national  indebtedness,  and  by  starting  the 
First  Bank  of  the  United  States  which  was  based  on  sound  banking 
principles  and  issued  bank-note  currency    against  its  paid-in 
capital. 

By  1811  the  debt  had  been  reduced  to  $45,000,000.  but  the  War 
of  1812,  which  lasted  four  years,  caused  an  increase  to  $127,000, 
000.    Following  the  war,  Jackson  and  Gallatin,  aided  by  heavy 
taxation  and  surplus  revenues,  enacted  a  strict  policy  of  debt 
payment.     This  plan  was  pursued  for  the  next  twenty  years  and  in 
1836  the  entire  debt  was  discharged  and  a  surplus  of  $28,000,000. 
was  accumulated.    The  strict  policy  of  debt  payment,  started  by 
Hamilton  and  faithfully  continued  by  his  successors,  resulted  not 
only  in  establishing  our  national  credit  but  in  attracting,  from 
foreign  nations,  private  capital  which  greatly  aided  the 
industrial  development  of  this  country. 


The  decrease  in  public  revenues  and  the  tie  up  of  govern- 
mental funds  because  of  the  business  depression  and  the  bank 
panic  of  1837  led  to  several  note  issues.    A  few  years  later  the 
Mexican  War  (1846-48)  necessitated  borrowing.     The  loan  amounted 
to  f4 9, 000, 000.  ana  was  floated  at  par  carrying  6  per  cent.  The 
total  indebtedness  increased  somewhat  in  the  next  few  years  and, 
in  1851,  amounted  to  $68,000,000.     The  period  of  prosperity  which 
followed  the  discovery  oi   gold  in  California  (1848)  enabled  the 
federal  government  to  reduce  its  obligations  to  $28,700,000.  by 
1857. 

The  healthy  condition  of  the  federal  treasury  was  soon  to  be 
replaced  by  mounting  expenditures  and  faulty  management.  The 
panic  of  1857  brought  about  a  severe  decrease  in  revenues  while 
regular  expenses  increased.     The  entire  situation  was  aggravated 
by  poor  management  of  the  treasury  and  by  the  ill  feeling 
between  the  North  and  the  South.     Thus,  when  the  United  States 
entered  the  Civil  War,   it  was  burdened  with  debts  totaling 
$90,582,417.  a  treasury  deficit  of  $25,036,714,  and  a  credit 
standing  reduced  to  a  12  per  cent  basis. 

The  rapid  growth  of  the  Federal 
Government's   indebtedness  is  illustrated  by  the  following  figures. 
Year  Interest  Bearing      Gross        Gross  Debt  Treasury 

Debt  *2.  Debt  *3-  Per  Capita  4-        Deficit  *5- 

1860  I       65.  $       65.       |     2.06  7. 

1861  90.  91.  2.38  25. 

1862  365.  524.  16.03  423. 
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in  millions  of  dollars 
2-Report  of  the  Secretary  of  the  Treasury,  1931,  p.  560 

3*ibid.  p.  560 

ibid.  p.  560 

5  . 

ibid.  p.  495 
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18.63  $        708.        |  1,120.  $  33,56  $  602. 

1864  1,360.  1,816.  53.33  601. 

1865  2,218.  3,678.  77.07  963. 

1866  2,322.  2,756.  77.69  +  37.6* 
Civil  flar  to  .7  or  Id  Jar :     "'Congress  had  yielded  to  the 

seemingly  easiest  method,  a  common  war  policy  in  the  past,  namely 
the  issuance  ol   short  time  notes  and  cheap  currency  and  had 
avoided  the  most  difficult  one  that  would  retain  the  credit  of  the 
nation,  the  increase  of  taxes.  "'7.     Starting  in  1861  and 
continuing  through  the  Civil  War,  Congress  provided  for  a  great 
number  and  variety  of  note  and  bond  issues  that  created  a 
complicated  and  serious  situation. 

Meeting  in  special  session  in  1861,  Congress  provided  for 
the  issue  of  $50,000,000.  treasury  notes  and  in  1863  for 
$150,000,000.  oi  United  States  notes  which  were  circulated  with 
full  legal  tender  powers.     The  amount  of  cheap  currency  was 
further  increased  by  subsequent  legislation  which  provided  for  a 
maximum  issue  of  $450,000,000.-  of  these  United  States  notes, 
non-interest  bearing,  which  became  known  as  the  "'greenbacks1*',  and 
later  for  an  additional  half  billion  of  legal  tender  interest  bearing 
notes.     The  Federal  Government's  series  of  note  issues  totalled 
approximately  one  billion  dollars. 

Not  all  of  the  remaining  part  of  the  national  debt  was 
actually  funded  and  the  portion  that  was  funded  "'consisted  of 
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a  surplus 

Lagerquist,  W.E.i   ^Investment  Analysis"',  1921,   p.  624 


loans  bearing  five  different  rates  of  interest  and  maturing  at 
nineteen  different  periods. "8»    The  chief  long-term  issues  were 
the  "seven- thirties"  and  the  "five- twenties'*.    The  "seven- thirties'* 
weretfco  mature  in  three  years,  but  the  government  was  forced  to 
extend  the  date  of  payment  and  to  increase  the  amount  by  about 
$600,000,000.  bearing  interest  at  7.30  per  cent.    These  bonds 
were  convertible  into  the  "five- twenties'*  which  were  6  per  cent 
bonds,  redeemable  in  five  years  and  made  payable  after  twenty  years. 

At  the  end  of  the  fiscal  year  1866  the  interest  bearing  debt 
had  mounted  to  $2,322,116,330.    This  was  a  burdensome  debt  and 
"the  specter  of  repudiation  spread  its  wings  over  the  land".  The 
bonds  were  payable  in  coin,  but  there  was  a  bold  plan  under  way 
to  pay  off  the  bonds  with  the  depreciated  greenbacks.    This  period 
was  one  of  the  darkest  and  most  pessimistic  periods  in  the 
financial  history  of  the  United  States. 

The  condition  of  the  federal  treasury  was  greatly  aided  by 
the  excise  and  income  taxes  imposed  by  Congress  in  the  closing 
years  of  the  war.     In  1869  Congress  passed  the  Public  Credit  Act 
which  pledged  the  full  faith  and  credit  of  the  Government  to  meet 
in  full  and  in    gold  the  interest  and  principal  of  its  debts. 
When  George  S.  Boutwell  assumed  control  of  the  treasury  in  1869, 
he  inagurated  a  definite  plan  of  consolidating  the  complicated 
series  of  obligations  and  refunding  them  at  lower  interest  rates 
under  the  Refunding  Acts  of  1870,  1871,  1873  and  1875.  This 
sound  debt  payment  policy  aided  by  adquate  revenues  reestablished 
our  national  credit  so  that  in  1880  loans  were  floated  at  3.25 


8»  Dewey,  D.  R. :  "Financial  History  of  the  United  States", 
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per  cent  interest  cost. 

In  1894  the  rapid  outflow  of  gold  from  the  United  States 
Treasury,  caused  "by  the  finandL  al  crisis  in  Europe  and  by  the 
redemption  of  greenbacks  as  a  result  of  the  inflation  brought 
about  by  the  Bland-Allison  Act  and  the  silver  agitation,  forced 
the  government  to  replenish  its  reserves  by  purchasing  gold 
through  the  sale  of  bonds. 

The  Spanish- American  War  caused  an  increase  in  our  national 
indebtedness,  as  did  subsequent  loans  floated  to  pay  the 
Phillipine  indemnity  and  to  help  to  finance  the  construction 
of  the  Panama  Canal.    One  section  of  the  Currency  Act  of  1900 
provided  for  refunding  the  existing  national  debt  into  a 
consolidated  issue  bearing  2  per  cent  interest,  and  to  be  known 
as  the  Consols  of  1930.     This  plan  progressed  rapidly  and  by 
June,  1911,  eighty  per  cent  of  the  national  interest  bearing 
debt  had  been  refunded  into  the  new  issue  of  United  States  2*s. 

From  the  accompanying  table  one  can  readily  see  that  our 
national  interest  bearing  indebtedness  was  steadily  reduced  from 
the  close  of  the  Civil  War  down  to  the  start  of  the  World  War. 
The  debt  per  capita  was  lowered  considerably,  and  the  growing 
fund  of  wealth  and  power  of  industry  further  reduced  the  burden 
of  the  debt. 

Year  Interest-bearing  Debt  Gross  Debt 

Per  Capita 

1870  $2,035,381,095  $63.19 

1875   1,708,679,300  49.06 

1880   1,709,993,100  41.69 

1885   1,182,150,950  28.11 

1890   711,313,110  17.92 
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1895  $    716,202,060  $15.91 

1900   1,023,478,860   16.56 

1905   895,158,340   13.60 

1910   913,317,490   12.69 

1915   969,759,090   11.83 

1916   971,562,590   11.69 

Borrowing  During  the  World  War:      With  the  entrance  of  the 

United  States  into  the  World  War  a  new  era  of  governmai  t  finance 
was  introduced  into  this  country.     At  the  outbreak  of  the  War, 
Congress  passed  the  War  Revenue  Act  increasing  existing  tax 
rates  and  imposing  special  excise  and  war  profits  taxes  to  neet 
the  shrinkage  of  revenues  caused  by  the  international  disturbanc 
These  revenues,  however,  were  inadequate  to  cover  the  mounting 
costs  of  preparing  for  a  modern  war.     The  Act  of  April  24,  1917, 
entitled  "An  Act  to  authorize  an  issue  of  bonds  to  meet  ex- 
penditures for  the  national  security  and  defense,  and  for  the 
purpose  of  assisting  in  the  prosecution  of  the  war,  to  extend 
credit  to  foreign  governments,  and  for  other  purposes," 
authorized  the  Secretary  of  the  Treasury  to  borrow  up  to 
$5,000,000,000.  by  means  of  long-term,  non- taxable  bonds  at 
interest  rates  not  exeeding  3.5  per  cent.     The  first  issue  of 
bonds  under  this  act,  or  the  First  Liberty  Loan,  was  dated  June 
15,  1917  and  totalled  $1,989,455,550.     The  Act  of  September  24, 

1917,  the  Second  Liberty  Loan,  authorized  the  issuance  of  bonds 
not  exceeding  $7,538,945,460.  more  than  the  First  Loan,  and 
bearing  interest  charges  of  not  more  than  4  per  cent.  The 
remaining  issues  of  long-term  bonds  consisted  of  the  Third  and 
Fourth  Liberty  Loans  which  bore  interest  at  4.25  per  cent.  The 
remaining  part  of  the  War  financing  took  the  form  of  short- 


United  States  Interest  Bearing  Debt 
Outstanding  at  End  of  Fiscal  Years  1917-1930 
(in  Millions  of  Dollars) 


Issue                                          1917      1918      1919       1920  1924  1S30 

Pre-war  Loans  $  974  $    966  $    883  $    884  $    884  §  773 

Libert}'  Bonds :  # 

First  3§*s  1,466     1,989     1,410    1,410  1,410  1,392 

First  4's                                                              168          66  7  5 

First  4^'s                                                            403        473  531  5:53 

First  Second  4f  fs                                                 3            3  3  3 

Second  4' s  3,747        704        240  29   

Second  4^'s                                                     2,862    3,085  3,071   

Third  4^»s                                           3,228     3,959     3,663  2,997   

Fourth  4j»s                                                    6,795    6,v395  6,325  6,268 

Total,  Liberty  Issues  1,466     8,964  16,304  15,335  14,378  8,201 

Treasury  Bonds   764  773 

Short  Term  Notes 

Victory  Notes                                                 3,468  4,246   

All  other  notes                       273     2,056    4,579    3,596  4,956  6,948 

Total  Notes                           273     2,056    8,047     7,842  4,956  6,948 


Total  Interest  Bearing  Debt2,713  11,986  25,234  24,061  20,982  15,922 


Note:     The  above  chart  illustrates  with  striking  clarity  the  sudden 
and  great  increase  of  Federal  indebtedness  brought  on  by  the 
,,:ar.     (These  figures  were  compiled  from  the  Reports  of  the 
Secretary  of  the  Treasury) 
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term  securities,  chiefly  the  Treasury  Notes  and  the  Victory  Notes.9 
The  First  Liberty  3i*s  and  the  Victory  3f •s  were  exempted  both 
as  to  interest  and  principal  from  all  income  taxation,  whereas 
the  other  issues  carried  only  the  regular  exemption  rights. 

The  total  interest  bearing  debt  of  the  United  States  rose 
from  less  than  one  billion  in  1916  to  over  twenty-six  billions 
in  August,  1919,  the  peak  of  the  war-time  indebtedness.    The  World 
War  added  over  #25,000,000,000.  to  our  national  debt  in  the  brief 
period  of  two  and  a  half  years. 

Post  World  War  Borrowing:     Prom  August,  1919,  to  July,  1930, 
the  national  debt  was  steadily  reduced.     On  Juae  30,  1930  the 
total  interest  bearing  debt  amounted  to  $15,921,892,350.  Heavy 
shrinkage  in  federal  revenue  and  the  burden  of  the  depression 
has  caused  an  increase  in  our  national  debt.     For  the  fiscal  year 
ending  June  30,  1931  expenditures  exceeded  revenues  by 
$902,716,845.  creating  a  deficit  in  the  Federal  Treasury  for  the 
first  time  since  1919;  and  the  budget  for  the  current  fiscal  year 
(ending  June  30,  1932)  anticipates  a  deficit  of  $2,122,683,685. 

Price  History  of  United  States  Government  Bonds:    From  the 
year  Alexander  Hamilton  assumed  control  of  the  treasury  down  to 
1863,  the  interest  charges  on  United  States  bonds  paralleled  the 
fluctuations  in  the  credit  standing  of  our  nation  more  cl  osely 
than  in  the  years  1863  to  1913,  a  period  in  which  the  price  of 

Government  bonds  was  greatly  influenced  by  our  national  banking 
laws. 

•  The  Victory  notes  were  issued  May  20,  1919,  after  the  close 
of  the  War  but  they  are  generally  included  in  the  war  borrowing 
because  they  were  issued  before  the  peak  of  war-time  indebtedness 
and  the  funds  were  used  for  war  purposes. 
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Though  the  credit  position  of  the  government  had  constantly 
improved  in  the  first  half  of  the  nineteenth  century  and  was 
fundamentally  sound  in  1861,  the  bonds  issued  at  the  start  of 
the  Civil  War  borean  interest  rate  of  6  per  cent  and  sold  as 
law  as  83  (per  cent  of  par)  in  June,  1861.    The  high  interest 
cost  was  due  chiefly  to  the  uncertainty  of  the  outcome  of  the  war 
and,  later,  to  the  serious  situation  created  by  the  flood  of 
greenbacks  which  undermined  investors'  confidence  in  the 
Government's  ability  to  pay  in  gold  its  funded  debt  at  maturity. 
The  passage  of  the  National  Bank  Act  in  1863  caused  changes  in 
both  the  nature  and  the  amount  of  the  demand  for  United  States 
Government  bonds. 

The  Bank  Act  provided  for  a  new  national  currency  to  be 
secured  by  the  pledge  of  United  States  bonds  and  to  be  issued  by 
banks  operating  under  federal  charters.     These  national  bank  notes 
could  be  issued  up  to  90  per  cent  of  the  current  market  value  of 
the  bonds  deposited  with  the  Secretary  of  the  Treasury.  Under 
the  Act,  all  issues  (except  the  Panama  3*s  of  1961)  could  be 
pledged  as  security  for  note  issue,  and  such  bonds  are  described 
as  possessing  the  "circulation  privilege".     "The  government, 
figuratively  speaking,  coined  its  debt."10*    Thus,  the  market 
position  of  the  Government's  bonds  was  improved  by  the  new  demand 
of  the  national  banks  which  soon  became  the  chief  bidders  for  the 
bonds. 

Subsequent  legislation  further  aided  this  movement,     In  1865 
an  act  imposed  a  10  per  cent  tax  on  the  notes  issued  by  state 

10 •  Sakolski,  A.M.:     "Principles  of  Investment",  1925,  p.  192 
*     later,  up  to   loo    per  cent 
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chartered  banks  in  order  to  drive  such  currency  from  circulation. 
In  1864  an  amendment  to  the  original  act  set  $300,000,000.  as  the 
maximum  limit  for  bank  notes  secured  by  government  bonds  but 
other  legislation  later  raised  the  amount.    This  method  of  note 
issue  or  method  of  selling  government  bonds  had  many  faults  but 
it  was  popular  with  the  national  banks  because  they  received 
interest  on  the  bonds  deposited  with  the  Treasurer  and  interest 
on  the  loans  and  discounts  made  to  customers. 

A  variety  of  banking  laws  passed  during  and  after  the  Civil 
War,  the  Resumption  Act  of  1875  and  the  return  to  specie  payment 
in  1879  further  promoted  this  system  of  national  currency.  The 
profits  obtained  from  employing  these  notes  for  loans  were  often 
times  a  considerable  portion  of  the  banks*  earnings.    The  great 
demand  for  United  States  bonds  caused  them  to  sell  at  high 
premiums  and  low  yields.    ¥.  L.  Raymond  presents  the  following 
figures  showing,  on  a  yield  basis,  the  variations  in  the  prices 


of  United 

States  bonds 

for  the  period  1873  to  1912. 

Security 

Period 

Hifih 

Date  Low 

Date 

6%  1881 

1873-1882 

1.53# 

June  16,  1876  4.50# 

Oct 

.17,1873 

4  1907 

1883-1892 

2.08 

March  29,  1889  2.94 

June 

23,1884 

4  1907 

1893-1902 

1.58 

March  14,  1902  3.39 

Aug. 

7.1896 

4  1925 

1903-1912 

1.93 

Oct.  13,  1905  2.80 

June 

15,1910 

In  the  fifty  year  period,  from  the  National  Bank  Act  to  the 
Federal  Reserve  Act.,  United  States  bonds  sold  at  considerably 
higher  prices  than  other  first  class  investment  securities. 
In  1901  U.  S.  4»s  of  1907  and  1925  sold  to  yield  1.97  per  cent, 
while  an  average  of  ten  high-grade  railroad  bonds  yielded  3.79 
per  cent,  and  4  to  6  months  commercial  paper  yielded  5.41 
per  cent. 
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Legislation  in  1913  provided  for  the  Federal  Reserve 
System  to  supersede  the  old  national  banking  system.    The  Act  of 
1913  did  not  cancel  the  national  bank  notes,  but  it  did  provide 
for  a  new  and  more  elastic  currency  in  the  form  of  Federal 
Reserve  notes  which  are  secured  by  a  40  per  cent  gold  reserve 
and  60  per  cent  in  commerci  al  paper.     The  United  States  bonds 
outstanding  before  1914  still  enjoy  a  special  market.     In  fact, 
since  U.  S.  bonds  are  eligible  for  rediscount  at  the  Federal 
Reserve  Banks,  and  are  purchased  by  financial  institutions  as  a 
secondary  reserve  against  their  dollar  obligations,  one  might 
say  that  these  conditions  still  force  United  States  bonds  to  sell 
at  prices  above  their  pure  investment  worth. 

Though  the  United  States  Government  now  holds  the  premier 
credit  position  over  all  other  public  and  private  bodies,  an 
accurate  study  of  the  investment  merits  of  its  obligations  will 
not  omit  an  impartial  statement  of  the  artificial  nature  of  the 
market  which  our  national  bonds  have  enjoyed.     Through  the  use 
of  the  "circulation  privilege",  in  particular,  our  Government 
has  been  able  to  borrow  at  2  per  cent  when  no  other  first  class 
investment  securities  in  the  world  could  be  successfully 
marketed  at  so  low  an  interest  cost.    This  artificially  created 
market  has  absorbed  all  the  U.  S.  2fs  and  at  several  times  has 
caused  them  to  sell  at  prices  for  above  their  real  investment 
worth. 
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Investment  Analysis 

It  is  fairly  well  understood  that  no  class  of  securities  is 
legally  so  weak  but  at  the  same  time  f inanci  ally  so  strong  as  the 
bonds  of  national  governments.    In  general,  the  investment  worth 
of  government  bonds  depends  upon  the  willingness  and  ability  of  the 
issuing  unit  to  pay,  or,  in  other  words,  upon  the  integrity  and 
resources  of  the  people  under  consideration. 

More  specifically,  the  prime  considerations  in  analyzing 
governmental  loans  as  investments  include  a  study  of  the  following 
factors: 

1.  character  of  the  people 

2.  territory,  natural  resources,  industrial  position, 

accumulated  wealth,  national  income 

3.  other  factors  such  as  political  stability, 

trend  in  population  and  incu  stries, 
educational  facilities  and  level  of 
literacy,  taxation  policies,  etc. 

4.  purpose  of  the  loan 

5.  burden  of  the  public  debt 

6.  general  credit  standing  of  the  government 

Financial  Responsibility:    No  other  country  is  better  situated 
in  regard  to  all  these  factors  than  the  United  States.     From  our 
viewpoint,  perhaps  the  best  single  indication  of  the  character  of 
the  people  is  their  debt  record  or  a  study  of  the  history  of  their 
financi  al  difficulties  and  their  methods  of  handling  them.  In 
this  respect  United  States  holds  the  premier  position,  with  an 
enviable  record  in  conquering  its  problems  and  in  meeting  its 
obligations,  and  has  firmly  established  and  justly  earned  its 


c 


48 

reputation  of  "  country  which  pays  its  debts." 

The  Territory;      A  study  of  the  territory,  the  character  and 
the  amount  of  our  natural  resources  reveals  the  United  States  in 
a  most  favorable  position  for  an  industrial  nation.  Our 
advancement  is  unparalleled.    The  ability,  courage  aid  toil  of  our 
forefathers  set  the  groundwork  of  a  great  nation.     The  generations 
which  followed  have  worked  constait  ly  with  the  aim  of  improvement 
and  progress;  have  built  homes;  have  raised  families  and  educated 
their  children;  have  enjoyed  a  steady  rise  in  their  standard  of 
living;  and  have  saved  and  invested  these  savings  in  American 
industry.    The  accum  alated  wealth  and  diverse  powerful  industries 
of  our  country  yield  an  amazingly  large  national  income.  The 
taxable  wealth  and  earning  power  of  the  American  people  entitles 
this  country  to  the  strong  credit  position  it  holds. 

Other  Factors;  There  are  many  other  elements  which  affect 
a  country's  ability  to  pay  and  influence  its  willingness  to  pay. 
Among  the  most  important  of  these  are  the  educational  level,  the 
political  stability,  the  willingness  of  the  people  to  pay  taxes, 

the  health  and  medical  facilities  of  the  people,  the  vigor  or 
industry  of  the  people,  and  the  size  and  trend  of  the  population. 
These  various  intangible  factors  have  a  definite  bearing  upon  the 
investment  worth  of  a  government  loan       as  will  be  shown  in  the 
case  of  Brazil  which  is  described  in  the  chapter  on  Foreign 

Government  Bon»ds. 

Purpose:      The  purpose  of  the  loan  is  a  factor  which  might 
have  been  included  in  the  above  paragraph  but  because  of  its  great 
importance  should  be  put  down  separately  as  a  subject  requiring 
special  study.     The  necessity  of  studying  the  purpose  of  the  loan 
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and  the  probable  economic  effects  was  pointed  out  in  an  earlier 
part  of  this  thesis,  and  is  well  illustrated  in  later  sections  in 
the  analysis  of  state  bonds  and  in  the  case  of  the  German 
Reparations  loans. 

Debt  Bur  den:    The  actual  burden  of  a  public  debt  is  an  im- 
portant consideration.     It  should  be  analyzed  carefully, 
particularly  in  the  case  of  national  governments,  because  ex- 
perience shows  that  often  times  public  officials  are  disposed  to 
repudiate  a  burdensome  debt  rather  than  to  incur  the  disfavor  of 
their  constituents  by  imposing  heavy  taxes  and  executing  rigid 
economies.    Badger  points  out  thatj     -  *A  study  of  defaults  in 
government  obligations  will  almost  invariably  show  that  the  default 
was  really  the  result  of  the  inability  of  the  government  to  meet 
its  obligations  without  the  levying  of  very  heavy  taxes  and  with 
consequent  hardship  to  its  citizens* 

Current  investment  literature  employs  several  methods  of 
measuring  the  actual  burden  of  a  national  debt.    The  importance 
of  the  method  of  expressing  the  debt  on  a  per  capita  basis,  one 
of  the  most  popular  ways  of  attempting  to  measure  the  burden,  is 
generally  overestimated.    While  the  debt  per  capita  method  is 
useful  in  expressing  the  growth  of  national  indebtedness,  it  does 
not  indicate  the  actual  burden  of  this  debt  upon  the  people, 
beaause  it  takes  no  account  of  the  natural  resources,  the  ability 
and  industry  of  the  people,  and  other  factors  which  have  a 
bearing  upon  the  interpretation  of  the  amount  of  indebtedness 
into  the  national  burden.     Similarly,  the  practice  of  comparing 


ii*  Badger.R.E.:  "Investment  Principles  and  Practices," 
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the  per  capita  debt  of  one  country  with  that  of  another  is  of  but 
minor  importance  in  showing  the  relative  burden.     One  should  not 
conclude  that  the  factor  of  population  and  its  relation  to 
national  indebtedness  is  insignificant.    The  point  to  be  noticed 
here,  however,  is  that  the  common  practice  of  employing  per  capita 
debt  to  measure  the  burden  of  that  debt  is  inadequate  and  does  not 
tell  the  full  story. 

Many  analyses  of  national  government  bonds  list  the  amounts  of 
the  principal  of  the  debts  of  the  various  governments  and  attempt 
to  draw  comparisons  therefrom.    Such  a  list  is  an  inadequate  basis 
for  any  positive  conclusions  conerning  the  burden  of  debt.  Yet 
this  method  of  analysis  is  frequently  used.     It  is  inadequate  for 
the  same  reasons  that  were  stated  in  the  debt  per  capita  method. 
Another  common  method  of  expressing  the  burden  is  to  show  the  debt 
charges  as  a  percentage  of  the  total  annual  governmental 
expenditures.    The  percentage  of  taxes  used  for  interest  charges 
is  sometimes  a  useful  method.     These  plans  have  merit  when  properly 
used.     The  most  accurate  method  is  that  which  compares  the  total 
indebtedness  with  the  national  wealth  and  annual  income.  Such 
an  analysis  indicates  the  proportion  of  our  national  wealth  that 
the  government  has  mortgaged  and,  moreover,  indicates  the  real 
burden  of  carrying  the  debt  by  showing  the  ratio  of  interest 
charges  to  the  national  net  income.     In  all  cases,  however,  it 
should  be  remembered  that  the  burden  of  the  debt  is  light  only 
when  the  money  raised  by  the  loan  is  well  spent. 

Credit  Position:    A  country* s  general  credit  standing  among 
the  nations  of  the  world  is  not  a  separate  study,  but  is  really 
the  conclusion  to  the  detailed  study  of  the  preceeding  five  factors. 
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Investors        banks,  insurance  companies,  trustees,  etc.--  are  the 
force  which  interpret  or  determine  a  country's  credit  position. 
The  determination  of  United  States'  premier  credit  position  and 
of  the  relative  ranking  of  the  other  nations  is  a  matter  of 
detailed  statistical  analysis,  a  task  beyond  the  scope  of  this 
thesis.    Each  of  the  factors  outlined  in  this  brief  analysis 
would  be  reduced  to  definite  facts,  figures  and  charts  and  then 
weighed  on  a  comparable  basis  before  any  conclusions  could  be 
formed.     The  investment  market  gives  the  bonds  of  the  United  States 
Government  the  highest  position  chiefly  because  of  its  unique 
debt  record  and  the  large  amount  of  taxable  wealth  and  earning 
power  of  its  people. 

The  Market  for  United  States  Bonds:     In  regard  to  bond 
prices,  it  must  always  be  remembered  that  bonds  are  fixed  income 
bearing  securities  and  that  their  prices  will  be  affected  by 
interest  rates  in  the  money  market.     In  general,  as  interest  rates 
rise,  bond  yields  must  rise;  and  do  so  by  depressing  bond  prices. 
As  interest  rates  drop,  bond  prices  will  improve  since  their 
high  yields  attract  investment  funds,  a  demand  which  lowers  bond 
yields  and  raises  bond  prices. 

United  States  Government  bonds  enjoy  a  very  exclusive  market. 
The  bonds  containing  the  circulation  privilege  are  readily  bought 
up  by  national  banks  and  always  command  a  good  price  in  spite  of 
their  low  interest  rate.     The  later  obligations,  those  not 
carrying  the  circulation  privilege,  enjoy  a  good  market. 
The  liberty  issues  were  the  most  widely  distributed  securities 
in  the  world.     Eanks ,  insurance  companies  and  others  who 
desire  a  portion  of  their  investments  in  very  liquid 
securities  are  constant  purchasers  of  United  States  bonds  and 
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short-term  notes.    United  States  bonds  are,  of  course,  legal 
investments  in  all  states.    These  issues  are  not  only  readily 
marketable  on  all  security  exchanges,  but  the  Federal  Reserve 
Banks  will  purchase  them  from  member  banks  at  any  time  within 
banking  hours. 

Only  two  of  the  several  World  War  issues  were  entirely  exempt 
from  income  taxes.     The  Liberty  o^-'s  and  the  Victory  Notes  3f fs 
are  "exempt  both  as  to  principal  and  interest,  from  all  taxation, 
exeept  estate  or  inheritance  taxes,  imposed  by  authority  of  the 
United  States  or  its  possessions  or  by  the  state  or  local  taxing 
authority.1*    In  general,  the  other  issues  enjoy  only  partial 
exemption,  the  interest  being  exempt  from  income  taxes  in  holdings 
where  the  principal  does  not  exceed  $5,000. 
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Chapter  IV 
American  State  Bonds 

The  Nature  of  the  States  Sovereignty- 
State  bonds  are  commonly,  but  erroneously,  classified  with 
the  general  group  called  "municipals'*  which  include  county,  city, 
town,  village  and  special  district  bonds.     State  bonds  differ 
from  municipal  bonds  in  several  ways  and  should  be  grouped  with 
"governments",  or  the  debts  of  national  governments,  which  they 
more  closely  resemble. 

Our  dual  system  of  government  has  greatly  confused 
investors  in  regard  to  the  legal  status  of  their  state  bonds.  The 
original  states  were  sovereign  bodies  even  before  the  establishment 
of  the  United  States  in  1789.    When  these  original  states  united, 
each  voluntarily  yielded  a  portion  of  its  sovereign  power  and 
agreed  (in  the  Tenth  Amendment  to  the  U.  S.  Constitution)  that 
each  state  would  retain  its  sovereignty  except  in  such  powers  as 
the  states  specifically  delegated  to  the  United  States  and  in 
those  rights  definitely  denied  the  states  by  the  Constitution. 
The  states  kept  their  sovereignty  in  debt  natters  and,  therefore, 
the  general  legal  principles  menti  oned  in  connection  with  the 
defets  of  national  governments  may  also  be  applied  to  state  bonds. 

In  the  early  days  of  the  Federal  Government  when  the 
problem  of  states'  rights  was  a  leading  issue,  considerable 
thought  was  given  to  the  question  whether  a  state  would  be  sued 
by  an  individual.     The  Constitution,  as  adopted,  provided  "that 
the  judicial  power  of  the  United  States  should  extend  to  all  cases 
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in  law  or  equity  between  two  or  more  states,  between  a  state  and 
citizens  of  another  state,. and  between  a  state  and  foreign  states, 
citizens  or  subjects,  and  the  Supreme  Court  was  given  original 
jurisdiction  in  such  cases. "I-    A  test  case2.  occured  in  1793  when 
a  Mr.  Chisholm,  a  resident  of  North  Carolina,  brought  suit  in  the 
United  States  Supreme  Court  against  the  state  of  Georgia.  The 
following  year  the  court  announced  its  decision,  granting  a 
judgment  in  favor  of  Mr.  Chisholm  and  holding  that  an  indvidual 
could  sue  a  state.     The  decision  proved  to  be  very  unpopular  and 
created  considerable  political  dissatisfaction.     wThe  Legislature 
of  Georgia  expressed  its  disapproval  by  at  once  passing  an  act 
condemning  to  death,   'without  benefit  of  clergy* ,  any  marshal  of 
the  United  States  who  should  presume  to  serve  a  process  against 
the  state  at  the  suit  of  an  individual. "3* 

Four  years  later  the  decision  was  reversed  by  the 
unanimous  adoption  of  the  Eleventh  Amendment  to  the  Constitution, 
which  read  as  follows:     "The  judicial  power  of  the  United  States 
shall  not  be  construed  to  extend  to  any  suit  in  law  or  equity, 
commenced  or  prosecuted  against  one  of  the  United  States,  by 
citizens  of  another  state  or  by  citizens  or  subjects  of  any 
foreign  state." 

Though  this  legislation  definitely  decided  that  a  state 
cannot  be  sued  by  an  individual  or  a  cwtporation,  the  Amendment 

in  no  way  affected  the  Constitutional  provisions  that  one  state 
m  may  sue  another  state,  that  the  United  States  may  sue  a  state, 
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and  that  the  United  States  Supreme  Court  can  sit  in  judgment 
in  cases  "between  states. 

Thus,  in  theory,  an  indivi&i  al  can  bring  no  legal  compulsion 
to  bear  on  a  state  which  repudiates  its  debt.    There  are,  however 
several  exceptions  to  this  general  rule.     Some  states,  in  order 
to  strengthen  their  credit  position,  permit  private  persons  to 
sue  them  for  recovery  of  a  debt.    The  constitutions  of  five  states 
Indiana,  Nebraska,  Nevada,  Mississippi  and  Wiscousin,  contain 
provisions  which  permit  their  citizens  to  bring  suits  against 
them. 4 •    in  every  state,  moreover,  a  citizen  has  the  right  to 
seek  the  consent  of  the  state  to  be  sued.    Though  states  have 
given  their  permission  in  some  cases,  they  have  never  done  so 
in  cases  where  bondholders  have  sought  redress  in  acts  of  repudi- 
ation. 

The  right  of  one  state  to  sue  another  has  been  employed  to 
force  a  state  to  make  payment  on  its  bonis.     A  holder  of  $10,000. 
principal  amount  of  North  Carolina  defaulted  bonds  donated  them 
to  South  Dakota  which  instituted  suit  against  the  defaulting 
state  in  the  Supreme  Court  of  the  United  States.5,     In  1904  the 
court  established  a  judgment  of  $27»410.  against  North  Carolina 
which  at  first  ignored  the  decision  but  later,  under  threat  of 
the- United  States  Blarshal  to  auction  off  the  state's  property, 
paid  in  full  the  amount  of  the  judgment.     Immediately  after  the 
settlement  of  this  case  individuals  holding  repudiated  and 
defaulted  state  bonds  turned  them  over  to  their  state,  some  as 


•  Badger,  R.E. :  Op.  cit.,  p.  627 

*  192,  U.  S.  289,  1904 


0 


outright  gifts,  others  on  condition  that  the  state  would  return 
a  portion  of  the  proceeds  in  the  event  that  the  state  obtained  a 
favorable  judgment.    Rhode  Island6*  was  offered  such  bonds  but 
refused  to  accept  them,  stating  that  they  were  not  in  the 
collection  business  and  that  such  action  was  not  befitting  to  the 
dignity  of  a  state.     The  impending  action  of  other  states  was 
thwarted  by  Supreme  Court's  ruling  that  no  claims  were  valid 
unless  the  plaintiff  state  had  an  absolute  title  to  the  bonds 
and  took  action  only  for  its  own  unquestionable  benefit. 

Another  possible  (but,  as  yet,  untested)  means  of  forcing 
payment  is  based  on  a  clause  in  the  United  States  Constitution 
which  denies  a  state  the  right  to  enact  legislation  impairing 
the  obligation  of  a  contract.    Since  the  creation  of  state  debt 
is  a  contract,  any  state  legislation  attempting  to  repudiate  its 
debt  is  incompatible  with  the  Federal  law.    Suits  which  involve 
the  conflict  of  a  state  law  with  a  United  States  Constitutional 
provision  must  be  brought  before  Supreme  Court.     If  a  state  law 
is  declared  unconstitutional  by  the  Supreme  Court,  such  a  law 
is  "ipso  facto"  null  and  void,  and  an  individual  can  seek  the 
protection  of  federal  powers  to  prevent  the  state  officials 
from  executing  that  law.    This  method  might  be  employed  as  a 
means  of  preventing  an  act  of  debt  repudiation  by  a  state 
legislature. 

Debt  History  of  American  State  Bonds 
Introduction:    The  small  investor  and  the  unwise  banker  often 
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times  remark  that  the  financial  difficulties  and  the  general  debt 
record  of  the  several  American  states  is  a  matter  of  the  past  and 
of  no  particular  significance  at  the  present.    The  well  trained 
investment  advisor  is  likely  to  reason  in  an  entirely  different 
manner.    Banks,  insurance  companies,  educational  institutions 
and  other  large  investors  in  state  bonds  carefully  inquire  into 
the  financial  history  of  the  state  before  purchasing  its  bonds. 

Some  states,  such  as  Massachusetts  and  New  York,  have 
excellent  records  which  entitle  them  to  a  preferred  credit 
position  over  a  state  such  as  Mississippi  which  has  several 
dishonorable  repudiations  against  its  record.    As  a  group, 
American  state  bonds  are  an  excellent  type  of  security  and  a 
souftd  investment.    There  is  considerable  difference  in  the  credit 
position  and  the  debt  record  of  the  several  states,  and  their 
obligations  and  financial  condition  must  be  judged  separately  and 
apart  from  the  group  as  a  whole.    An  analysis  of  the  debt  history 
of  a  state  serves  not  only  to  portray  the  character  and  the 
financial  responsibility  of  its  citizens,  but  also  serves  to 
teach  from  experience  several  important  principles  upon  which 
the  science  of  investments  is  based.    Experience  shows  that 
debts  created  in  prosperous  periods  for  unsound  and  not  strictly 
public  projects  and  debts  permitted  to  grow  into  burdensome 
amounts  may  cause  financial  difficulties  in  periods  of  economic 
depression. 

A  statement  by  W.  L.  Raymond  is  appropriate  at  this  point. 
"We  wish  it  clearly  understood  that  we  are  not  predicting 
repetition  of  the  unhappy  experiences  of  many  of  our  States  in 
the  past.    We  do  wish  to  say,  however,  that  our  people  are  born 

optimists  and  have  short  memories,  and  they  cannot  afford  to 
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ignore  the  lessons  of  experience.    Eternal  vigilance  is  the  price 
not  only  of  liberty,  but  of  financial  safety."7 • 

Federal  Assumption  of  State  Debts:      The  states  of  the 
Confederacy  incurred  public  debts  in  financing  the  War  for 
Independence.    The  method  of  handling  these  debts  became  an 
important  issue  with  the  establishment  of  the  United  States.  In 
1790  the  Senate  Committee  studying  this  problem  decided  that  a 
distribution  of  this  debt  among  the  citizens  of  the  United  States 
would  provide  justice  to  the  public  creditors  and  stability  to 
our  public  credit.     On  August  4,  1790  Congress  enacted  legislation 
providing  for  the  assumption  of  the  states  debts  by  the  Federal 
Government.    The  Act  was  executed  by  floating  a  national  loan  of 
|21,500,000.  to  be  subscribed  by  the  holders  of  obligations 
issued  by  the  states  prior  to  January  1,  1790,  who  could  pay  for 
their  subscriptions  with  these  certificates  of  state  indebtedness. 

Though  the  Federal  Government's  assumption  of  state  debts 
was  a  justifiable  act,  in  that  the  indebtedness  was  created 
(l775-*77)  in  executing  what  soon  (1789)  became  considered  a 
national  obligation,  the  act  had  "  a  weakening  effect  on  the 
States,  for  it  led  them  later  to  turn  to  the  National 
Government  to  help  them  out  of  difficulties  of  their  own  creating. "8. 

Period  from  1790  to  1830:     In  the  forty  years,  from  the 
Assumption  Act  to  1830,  state  indebtedness  was  incurred  on  a  very 
moderate  scale.    The  War  of  1812  caused  but  little  state 
borrowing.     The  state  debt  contracted  in  the  decade  1820-1330 
did  not  exceed  $30,000,000.    The  bulk  of  this  amount  was  incurred 

7 •  Raymond,  W.L. :  "State  and  Municipal  Bonds",  1923  p.43 
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by  the  older  states  whose  adequate  resources  and  population 
justified  their  borrowing,  as  did  the  public  purposes  for  which 
the  funds  were  employed.     The  state  treasuries  were  very 
conservatively  managed  during  this  period. 

First  Period  of  Default  (1830  to  1842):  The  first  period  of 
state  debt  history  which  warrants  analysis  in  this  study  is  that 
from  1830  to  1842.    While  the  Federal  Government  was  carrying 
out  a  strict  policy  of  national  debt  payment  in  this  period,  the 
state  governments  were  engaged  in  creating  heavy  indebtedness. 

There  were  many  causes  for  the  rapid  growth  of  public 
expenditures  and  debt.     Several  important  mechanical  inventions 
in  this  period  caused  considerable  development  in  manufactures, 
and  commerce.    The  "anti-Bank*  attacks  which  prevented  the  renewal 
of  the  charter  of  the  Second  Bank  of  the  United  States  resulted 
in  the  establishment  of  hundreds  of  small  state  banks  which  immedi- 
ately put  their  printing  presses  to  work  turning  out  bank  notes. 
This  flood  of  cheap  paper  currency  resulted  in  inflation,  rising 
prices  and  rabid  speculation.    There  were  at  least  two  other 
important  causes  for  this  widespread  optimism.     In  1834  the 
Federal  Government  paid  the  last  installment  on  its  debt  and 
thereby  established  on  a  favorable  basis  the  credit  position 
of  the  United  States.     That  this  action  had  a  bearing  on  the 
period  under  consideration  is  evidenced  by  the  fact  that  the 
states  were  able  to  do  most  of  their  borrowing  in  London  at  that 

time.     Another  cause  arose  from  the  healthy  condition  of  the 

efforts    were  h^"2ida    io  h&ve. 
Federal  Treasury.     Starting  about  1830^the  Federal  government 

turn     over  to  the  states  portions  of  its  surplus  revenues.  In 

1837  the  states  received  $28,401,645.  in  this  way. 

The  combination  of  these  various  factors  furnished  an  impetus 
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to  the  public  works*    Large  "bond  issues  were  floated  in  order  to 
meet  the  tremendous  expenditures  by  the  states.  Government 
functions  were  expanded  to  include  diverse  economic  activities 
and  public  funds  were  used  in  the  construction  and  development 
of  banks,  railroads,  canals  and  other  internal  improvements. 
Speculative  enterprises  impoverished  the  state  treasuries,  causing 
heavy  borrowing  and  "what  was  worse,  some  of  the  young  states 
began  to  be  infected  with  the  heresy  that  state  debts  were  state 
blessings  and  rushed  into  undertakings  for  which  they  were  not 
ripe  and  for  which  the  credit  system  had  to  furnish  the  means. "9. 

In  the  five  years,  1830  to  1835,  twelve  states  issued 
securities  totaling  $40,012,769.     In  the  next  three  years  the 
speculation  fever  spread  until  state  indebtedness  exceeded 
$170,000,000.  by  the  early  part  of  1838.     The  nature  of  the  states' 
debts  in  1838  may  be  stated  as  follows: 

Item  Amount 

Canals  $60,201,000. 

Banks   52,740,000. 

Railroads   42,871,000. 

Roads   6,617,000. 

All  Other   3.475.000. 

Total  $  170,904,000. 

Of  the  total  indebtedness  approximately  30  per  cent  was 
incurred  in  developing  the  state  banks  and  60  per  cent  in 
constructing  canals  and  railroads.     This  period  of  feverish 
extravagance  and  speculation  came  to  an  abrupt  halt  with  the 
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panic  of  1837.     In  the  ensuing  nine  year  depression,  there 
occurred,  widespread  default  and  repudiation  of  state  debts. 

Qur  public  credit  was  in  bad  repute.    Many  states  were 
obliged  to  default  on  the  interest  ol  their  bonds  while  a  few 
states  deliberately  repudiated  their  burdensome  debts.  The 
younger  states  of  the  South  and  West  ware  the  worst,   but  not  the 
only,   offenders.     The  six  New  England  states  maintained  a  clear 
record  during  this  period.    Massachusetts,   the  only  one  of 
thes.e  states  to  incur  a  sizable  debt,  at  no  time  bordered  financial 
difficulties.     New  York's  internal  improvements,   particularly  the 
Erie  and  other  canals,  led  to  indebtedness  amounting  to  ^18,262,000 
Though  Ne'7  York  was  but  slightly  better  than  insolvent  in  1842, 
it  managed  to  survive  without  dishonoring  its  obligations.  Other 
states  did  not  fare  so  well.     In  1840  Indiana  and  Florida 
defaulted  on  th^ir  bond-interest;  Arkansas,   Illinois,  Michigan 
and  Mississippi  in  1841;  and  Pennsylvania  and  Maryland  in  1842. 

oome  of  these  defaults  proved  to  be  but  temporary  difficulties 

while  other  cases  were  more  serious*    Within  a  few  years  Illinois, 

Indiana,  Maryland  and  Pennsylvania  made  arrangements  with  their 

creditors.    A  large  part  of  Indiana's  debt  was  caused  by  bond 

issues  floated  to  aid  the  development  of  the  3+ate  Bank  of 

Indiana  and  the  Wabash  and  Erie  canals;  and  though  temporary 

default  was  unavoidable r  Indiana  was  able  in  1847  to  pay  its 

interest  charges  in  arrears.     Illinois  issued  bonds  to  obtain 

funds  tor  purchasing  stocks  of  private  railway,  canal  and  bank 

corporations.     The  panic  found  Illinois  with  no  means  of  meeting 

its  debt,   but  in  a  few  y^ars  the  revenues  from  taxation  and  the 

earnings  from  the  Illinois  and  Michigan  Canal  enabled  Illinois 

to  meet  its  obligations  in  a  few  years.     The  dilficulties  of 

Pennsylvania  and  Maryland  were  quite  similar.     In  giving  aid  to 
private  companies  engaged  in  constructing  railw  ys  and  canals, 
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Pennsylvania  incurred  a  burdensome  debt,  aggregating  $37,319,395 
in  1842.    As  in  so  many  other  cases  of  this  period,  the  panic  and 
the  years  of  depressed  business  which  followed  uncovered  the 
unsoundness  and  unprofitableness  of  these  optimistic  construction 
programs,  many  of  which  proved  to  be  total  losses.  Pennsylvania 
resumed  payment  of  interest  charges  in  1845,  and  by  enforcing 
rigid  economies  and  by  selling  its  equity  in  bo  me  of  the  canals 
and  railways  it  was  soon  able  to  meet  the  principal  of  its  debts. 
It  has  kept  a  clean  slate  since  that  date.     In  the  State  of 
Maryland  the  use  of  public  funds  in  aiding  improvene  nt  schemes 
of  private  construction  companies,  particularly  for  subscriptions 
to  the  stocks  of  various  railways  and  canals  of  which  the 
Baltimore  and  Ohio  R.R.  and  the  Chesapeake  and  Ohio  Canal  were 
the  leading  instances,  led  to  financial  trouble.    The  situation 
was  made  increasingly  difficult  by  the  fact  that  Maryland  had  no 
system  of  taxation  with  which  to  meet  this  emergency  and,  indeed, 
but  few  other  states  had  adequate  systems  of  taxation  at  this 
time.    Maryland  resumed  payment  of  interest  in  full  on  January 
1,  1848. 

Other  states  became  involved  in  more  complicated  difficulties 
which  resulted  in  either  partial  or  total  loss  to  their  bond- 
holders.   Michigan's  internal  improvement  program  led  to  default 
in  1841.     The  state  had  sold  bonds  on  the  installment  plan  with 
the  result  that  when  the  panic  occurred,  many  of  the  outstanding 
bonds  were  but  partially  paid.    In  settlement,  Michigan  agreed  to 
acknowledge  as  much  of  its  debt  as  it  had  received  payment  for 
in  full.     Bonds  for  which  the  state  had  received  no  payment  were 
cancelled.     In  settlement  of  bonds  for  which  the  state  had  received 
only  partial  payments,  it  arranged  to  issue  new  bonds  for  the 


amount  received  by  the  state,  together  with  interest,  but  less 
damages  for  non-payment.    The  amount  actually  received  on  part- 
paid  bonds  was  ascertained  to  be  $302.73  per  §1,000.     Later,  the 
state  sold  certain  railroads  and  accepted  payment  in  its  (state) 
bonds  on  the  basis  of  the  above  settlement.     "The  weak  point  in 
Michigan* s  record  arises  from  the  fact  that  part-paid  bonds  had 
been  pledged  by  the  United  States  Bank  in  Pennsylvania  to  secure 
loans  from  various  banking  houses  in  Europe,  and  appeared  to  be 
in  the  hands  of  innocent  purchasers. n1^* 

Other  states  involved  in  speculative  construction  programs 
repudiated  their  burdensome  debts  when  the  wave  of  inflation 
subsided.     The  states  of  Alabama,  Arkansas,  Florida,  Georgia 
and  Mississippi  repudiated,  in  whole  or  in  part,  their  debts  in- 
curred in  this  period.    Mississippi's  repudiation  in  spite  of  its 
ample  resources  and  ability  to  pay  was  a  flagrant  case  in  point. 
In  1830  Mississippi  chartered  the  Planters  Bank  and  by  means  of 
a  bond  issue  subscribed  to  $2,000,000*  of  the  bank's  capital 
stock.    In  1838  the  union  Bank  of  Mississippi  was  established 
in  a  similar  way,  the  state  paying  for  its  capital  stock 
subscriptions  with  funds  obtained  by  floating  a  #5,000,000.  bond 
issue.     The  Union  Bank  fai  led  in  1840  and  shortly  after  this  the 
Planters  Bank  closed  its  doors.     Disappointed  by  its  unwise 
investments  in  these  banks,  the  legislature  of  Mississippi  chose, 
in  1842,  to  repudiate  its  debts  "on  the  ground  of  illegality  and 
alleged  fraud" •    European  investors  were  the  chief  sufferers  in 
this  case.     The  revision  in  1876  of  Mississippi's  State 

1U'  Raymond,  W.  L. :  "State  and  Municipal  Bonds",  1923  p.p. 
119-120 
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Constitution  contained  a  section  disclaiming  all  obligation  of 
paying  these  bonds,  and  in  so  doing  has  left  a  permanent  taint 
on  its  debt  record. 

Enough  has  been  said  to  indicate  the  nature  of  this  first 
period  of  default.    There  were  many  causes  of  this  spell  of 
feverish  speculation,  but  there  are  two  to  which  we  should  pay 
particular  attention  in  this  study,  namely,  blind  optimism  and 
excessive  state  aid  in  private  enterprises.     The  unfortunate 
experiences  of  these  early  states  should  teach  investors  and 
administrators  of  public  funds  several  valuable  lessons.  The 
proper  management  of  public  funds  necessitates  financial  acumen, 
at  least  equal  to  that  displayed  in  private  banking  aid  industry. 
State  governments  should  limit  their  activities  to  public  functions 
and  should  not  become  involved  in  construction  and  improvement 
schemes  of  a  private,  commercial  and  speculative  nature.  While 
the  unpleasant  trials  of  the  1830  to  1842  period  should  have 
driven  these  lessons  home,  history  shows  that  some  of  the  states 
failed  to  benefit  by  their  early  errors. 

Period  from  1848  to  1860:    A  second  period  of  default  occurred 
in  the  years  1848  to  1860  in  which  Minnesota,     Texas  and 

California  defaulted  on  their  bonds.    Minnesota's  was  the  most 
serious  case  and  was  caused  by  heavy  bond  issues  floated  to 
provide  funds  for  state  aid  to  railroads.    When  these  railroads 
failed  and  Minnesota  found  its  bonded  debt  burdensome,  default 
soon  followed.     In  1860  an  amendment  to  the  State  Constitution 
provided  that  no  legal  payment  could  be  made  either  on  the  interest 
or  the  principal  of  these  bonds  without  a  popular  vote  of  the 
people.    This  repudiation  was  popular  with  the  citizens  of 
Minnesota  but  was  strongly  contested  by  the  bond  holders.  The 
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case  hung  over  until  in  1881  the  Supreme  Court  of  Minnesota 
declared  that  the  amendment  was  unconstitutional.     In  settlement, 
the  state  agreed  to  pay  fifty  cents  on  the  dollar  for  the  old 
debt,  or  to  refund  the  old  7»s  with  new  5*s  plus  interest,  each 
bondholder  having  option  to  either  plan.    The  bonds  in  default 
were  finally  paid  off  in  this  way. 

Texas  Receded  from  Mexico  in  1835  and  later  defaulted  on  its 
debt  on  the  grounds  that  it  had  not  received  face  value  on  the 
amount  of  the  debt.     In  1848,  three  years  after  Texas  had  been 
admitted  as  a  state,  the  legislature  audited  the  debt  and  decided 
that  the  debt  including  interest  totalled  $9,647,253.  to  which 
they  assigned  a  value  of  $4,807,764.     The  debt  was  finally  settled 
by  an  appropriation  of  #7,750,000.  by  the  United  States,  and  by 

1856  Texas  was  cleared  of  the  debt. 

The  cause  of  California^  default  of  1854  is  entirely 
different  from  any  case  studied  up  to  this  point.    The  state 
legislature  declared,  and  was  upheld  by  the  Supreme  Court  of  the 
state,  that  all  debts  in  excess  of  $300,000.  were  void  because 
they  exceeded  the  debt  limit  provisions  in  the  state  constitution. 
The  situation  waaremedifeJ,  however,  by  the  state  legislature  in 

1857  and  full  settlement  was  made.     Though  many  of  the  state 
treasuries  were  very  poorly  managed  in  this  period,  there 
occurred  no  case  of  successful  repudiation. 

Difficulties  from  1870  to  1884:     The  years  1870  to  1884 
were  the  most  troublesome  and  unfortunate  ones  in  the  history  of 

state  debts.     The  debts  contracted  by  the  seceding  states  in 

prosecution  of  the  rebellion  were  declared  illegal  and  void  in 

the  Fourteenth  Amendment  to  the  Constitution  which  states  in  part: 

"But  neither  the  United  States,  nor  any  state  shall  assume  or  pay 
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any  debt  or  obligation  incurred  in  aid  of  insurrection  or  rebellion 
against  the  United  States,  or  any  claim  for  the  loss  or 
emancipation  of  any  slave;  but  all  such  debts,  obligations,  and 
claims  shall  be  held  illegal  and  void.1*!!* 

The  financial  difficulties  were  most  various  in  the  South  and 
many  states  either  refused  or  were  unable  to  meet  their  obligations. 
Defaults  were  frequent  and  widesperead.     Perhaps  the  most  un- 
pleasant characteristic  of  this  era  was  the  actual  debt 
repudiations  of  Alabama,  Arkansas,  Florida,  Georgia,  Louisiana, 
North  Carolina,  South  Carolina,  Tennessee  and  Virginia.  Some 
states,  Virginia  and  Tennessee,  were  able  laterto  satisfy  their 
bondholders,  while  Louisiana  and  South  Carolina  revaluated  their 
debts  in  terms  of  their  ability  to  pay  and  then  made  settlement. 
Other  states,  however,  resorted  to  the  more  convenient  way  of 
dissolving  their  burdensome  debts  and  declared  them  illegal  and 
invalid. 

The  causes  of  this  unfortunate  period  of  debt  repudiation 
were  many,  but  the  two  principal  reasons  were  the  economic 
exhaustion  of  the  South  and  the  political  roguery  of  the 
"carpet  bag"  regime.    The  condition  of  the  South  following  the 
Civil  War  is  an  excellent  illustration  of  the  truism  that  no 
one  wins  a  war.    The  total  assessed  valuation  of  eleven  states^* 
in  1860  was  $4,332,901,458.  while  in  1880  it  had  shrunk  to 
$2,232,790,584.13.    Though  this  shrinkage  was  due  in  part  to  the 
removal  of  slaves  from  the  list  of  taxable  property  and  to  the 

iJ-»  Fourteenth  Amendment  to  the  U.S.  Constitution,  Section  4 
12#  Alabama,  Arkansas,  Florida,  Georgia,  Louisiana,  Mississippi, 
Missouri,  North  Carolina,  South  Carolina,  Tennessee  and  Virginia 
13.  Tenth  Cenus,  Vol.  VII,  p.p.  4  and  16 
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railing  price  levelt  there  can  be  no  doubt  that  the  economic 
weakening  of  the  oouth  had  considerable  effect  on  the  states' 
ability  to  pay  their  debts. 

Perhaps  the  most  important  cause  of  insolvency  of  the 
treasuries  and  of  the  consequent  debt  repudiations  was  the  type 
of  government  which  prevailed  in  the  southern  states  during  the 
reconstruction  period  which  followed  the  Civil  War.    A  group  of 
unscrupulous  politicians  from  the  North,  known  a?  "carpet 
baggers",  succeeded  in  gaining  election  to  the  important  state 
offices,  chiefly  through  manipulating  the  votes  of  the  franchised 
negroea.     The  speculative  and  fraudulent  actions  of  these  dishonest 
ana  incompetent  politicians  sank  the  states  with  heavy  indebtedness. 
The  states  received  but  little  value  from  the  funds  raised  through 
bond  issues,  for  the  greater  portion  of  the  proceeds  were  used  to 
sponsor  venturous  projects  or  were  stolen.     The  citizens  of  the 
southern  states  felt  no  moral  obligation  to  satisfy  the  wrongs  and 
debts  created  by  the  carpet  baggers,  and  repudiation  was  received 
with  common  approval.     Indeed,   one  author  relates  that  "candidates 
for  Congress  were  elected  on  repudiation  plat  forms  #,M  14  •    Apart  from 
the  dishonest  actions  of  the  ruthless  politicians  the  causes  of  the 
financial  difficulties  of  this  era  were  similar  to  those  of  preceding 
periods,  namely,   too  optimistic  reconstruction  programs  and  too 
liberal  state  aid  to  private  undertakings  which  failed,  to  yield 
the  expected  returns  and  left  the  state  governments  burdened  with 
heavy  debts. 

14 •  Kirshman,  J.E.g     "Principles  of  Investment , *  1926,   p.  373 
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State  Debts  Still  in  Default:      A  report15*  of  the  Council 
of  the  Corporation  of  Foreign  Bondholders  lists  the  following 
state  debts  still  in  default  with  accumulated  interest  to  1920  and 
exclusive  of  the  debts  incurred  by  the  southern  states  in  the 
interests  of  the  rebellion. 

State  and  Purpose  Approx.  Principal  Interest 

Outstanding 

Alabama  (guarantees  to  railways, etc . )  (unknown) 
Arkansas (principally  railway  guarantees) $8, 700, 000. 

Florida(banks  and  railways)  7,000,000. 

Georgia(principally  railway  guarantees)  12, 700, 000* 

Louisiana  (railroads,  etc.)  6,000,000. 

Mississippi  (banks)  7,000,000. 

North  Carolina  (railways,  etc.)  12,600,000. 


South  Carolina 
Total 

Estimated  arrears  of  interest 
Grand  Total 


6,000.000. 
60,000,000. 
180.000.000. 
$240,000,000. 


Interest  in 
arrears  from 
about  40  to 
70  years. 

Estimated 
arrears  of 
int.  figured 
at  an 

average  of 
6  per  cent 
for  40  years • 


Virginia  -  West  Virginia  Debt  Controversy:    When  the  state 
of  Virginia  seceded  from  the  Union  at  the  outbreak  of  the  Civil 
War,  the  western  part  of  the  state  objected  and  sought  admission 
to  the  Union  as  a  new  state.     In  1863  West  Virginia  was  admitted 
as  a  separate  state  and  agreed  to  assume  an  equitable  portion  of 
the  public  debt  of  Virginia  as  of  January  1,  1861.     A  long 
controversy  as  to  what  amount  constituted  the  equitable  portion 
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*  Forty-Eighth  Annual  Report,  London,  England  (These  figures 
were  first  quoted  by  W.  L.  Raymond  in  one  of  his  early  books.) 
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followed,  and  West  Virginia  did  not  seek  to  make  any  settlement. 
Virginia  declared  that  since  West  Virginia  acquired  one-third  of 
the  territory,  it  should  assume  one-third  of  the  debt  or  a  little 
over  $15,000,000;  whereas  West  Virginia  claimed  that  its  portion 
of  the  debt  was  less  than  $1,000,0(00.    Finally  Virginia  brought 
suit  against  West  Virginia  in  the  Supreme  Court  of  the  United 
States  which  announced  its  decision  in  March,  1911.     The  Court 
declared  that  the  public  debt,  as  of  Januaryl,  1861,  to  be 
apportioned  between  the  two  states  amounted  to  #30,563,862;  and 
that  this  debt  should  be  divided  according  to  the  estimated  value 
of  the  property  of  the  two  states  as  of  the  date  of  their 
separation,  June  20,  1863.    On  this  basis  Supreme  Court  fixed 
West  Virginia's  portion  at  23.5  per  cent  of  the  total  debt,  or 
$7,182,507,  with  interest  charges  to  be  adjusted  by  the  two  states 
After  considerable  discussion  in  which  the  two  parties  failed  to 
agree,. the  case  again  came  before  Supreme  Court  which  turned  it 
over  to  a  special  master  in  1914.    The  master's  report  on  the 
interest  charges  was  sustained  by  the  Court.    But  West  Virginia 
petitioned  for  execution  of  the  judgment  —  and  was  refused  by 
Supreme  Court.     In  1919,  however,  the  legislature  of  West 
Virginia  finally  made  provision  for  payment,  and  settled  the 
debt  after  fifty-six  years  by  paying  $1,100,000.  in  casiiand 
$13,400,000.  in  3^-  per  cent  West  Virginia  bonds. 


Investment  Analysis 


The  analysis  of  all  governmental  securities  should  closely 
follow  such  an  outline  of  investigation  as  was  suggested  on  page  4-7 
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Debt  Record:    The  first  inquiry  should  deal  with  the  character 

of  the  people  living  under  the  government  issuing  the  "bonds.  The 

foregoing  study  of  the  history  of  American  state  debts  clearly 

shows  that  even  within  a  country  the  character  of  the  people  or 

at  least  their  financial  responsibility  varies,  and  that  in  the 

past  several  states  have  resorted  to  their  sovereign  power  to 

relieve  themselves  of  burdensome  debts.    Obviously,  a  poor  debt 

record  affects  a  state* s  credit  standing  and,  for  example, 

is  one  factor  which  gives  such  states  as  Georgia,  Mississippi  and 

Louisiana  a  credit  position  inferior  to  that  of  Massachusetts, 

New  York  and  Connecticut. 

Purpose  of  the  Loan:     After  reviewing  the  history  of  American 

state  debts  one  can  fully  appreciate  the  basic  investment  principles 

(1)  that  the  enterprise  for  which  the  loan  is  made  should  fill  a 

definite  economic  need  and  assure  proper  management  of  the  funds 

so  that  the  project  will  be  certain  to  yield  a  profit;  and  (2) 

not 

that  a  state  should .use  public  funds  to  give  optimistic  or  liberal 
aid  to  private  undertakings.    The  first  principle  is  fairly  well 
understood  in  both  public  and  private  enterprises.    Failure  to 
adhere  to  the  latter  principle  has  been  the  chief  cause  of  the 
states1  financial  troubles.    Witness,  for  example  the  disastrous 
existence  of  many  of  the  state  banks  in  the  1837  era  of  internal 
improvements,  such  as  the  Union  Bank  and  the  Planters  Bank  in 

Mississippi. 

The  state  was  the  principal  stockholder  in  these  banks  which 
were  engaged  in  financing  local  improvements  —  canals,  roads, 
railroads  and  river  improvements.     Then  in  order  to  raise  more 
funds  to  carry  out  these  improvements,  the  state  issued  bonds  and 
deposited  these  bonds  in  its  banks  as  a  basis  of  bank  loans.  A 


€ 


large  debt,  based  on  these  improvements,  had  thus  been  cheated. 

o 

But  had  any  wealth  been  created:     The  answer  is  no,  no-:  yet.  But 
the  finance  program  provided  that  when  these  improvements  developed 
wealth  would  be  created  and  would  yield  sufficient  return  for  the 
state  to  meet  its  banks  loans  and  outstanding  bonds.  Inefficient 
management  proved  disastrous,  however.     Poor  estimates  of  costs 
and  the  sudden  depression  of  1837  caused,  a  halt  in  operations  with 
the  result  that  many  projects  were  left  unfinished.  The 
development  of  the  railroads  caused  a  shrinkage  in  the  return 
from  the  canal  and  river  improvements.     Other  similar  events 
caused  the  state  to  repudiate  its  bonds,  and  then  the  tottering 
banks  fell.     The  history  of  American  state  bonds  is  filled  with 
similar  cases.     Such  methods  of  finance  and  such  purposes  have 
no  place  in  public  finance,  and  any  bunds  arising  out  of  such 
transactions  have  absolutely  no  investment  worth. 

There  has  been  a  tendency  recently,  however,  for  some  states 
to  lend  aid  to  private  undertakings  and  enterprises  of  a  non-govern 
mental  nature.     South  Dakota's  extension  of  rural  credits; 
North  Dakota's  adventure  with  a  bank,  mills,  grain  elevators  and 
rural  credits;  and  the  conservative  Commonwealth  of  Massachusetts 
guaranteeing  the  dividends  of  the  stock  of  the  Boston  Elevated 
Railway  Company  and  the  principal  of  the  bonds  of  the  Eastern 
Massachusetts  Railway  Company  are  cases  in  point.     Badger  sums 
up  this  point  very  well.     "Whatever  the  exigencies  leading  to  this 
type  of  state  aid,   the  entire  principle  is  wrong.     It  was  exactly 
this  type  of  financing  that  lead  to  the  widespread  defaults  and 
repudiation  that  characterized  the  30  fs  and  70rs.     The  function 
of  the  state  eenter  around  the  exercise  of  those  sovereign 
powers  ordinarily  performed  by  governments  and  not 
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delegated  to  our  national  government  An  active 

participation  in  private  enterprises  through  the  use  of  state 
credit  has  almost  invariably  led  to  gross  mismanagement  and  finan- 
cial loss  sooner  or  later. "16. 

The  outstanding  state  indebtedness  now  totals  approximately 
two  billions  of  dollars  and  in  1927  and  1928  it  was  expended  for 


the  following  purposes. 


Purpose  of  Debt 

^*  Amount 

Outstanding 

Per  Cent 

1927 

1928 

1927 

1928 

.$834,467,058.05 

$900,930,781.92 

40  •  c. 

a  c  rt 

40  .  / 

.  271,528,000.00 

ooo  Ann  nr\r\ 
cO/d|  40U,  UUU.  UU 

14.7 

14.3 

Waterways  and  Harbors 

.  222,508,800.00 

224,484,800.00 

12.1 

11.4 

Other  Improvements . . . 

.  131,257,412.00 

141,551,162.00 

7.1 

7.2 

Agricultural  Aid  

.  119,264,339.39 

120,187,839.39 

6.5 

6.1 

Funding  Operations... 

.  115,367,624.28 

112,211,014.40 

6.3 

5.7 

Welfare  Institutions. 

.  53,457,750.00 

65,765,600.00 

2.9 

3.3 

.  30,137,697.07 

44,648,626,48 

1.6 

2.3 

.  35,984,086.11 

43,011,532.25 

1.9 

2.2 

.  17,845,523.28 

26,561,523.28 

.9 

1.3 

Other  Militarv  Purposes  14.295.287.54 

9.571.287.54 

.3 

.5 

Total  $1,846, 113, 577. 72- $1,971,354, 167. 26  100.0  100.0 


Debt  Statement;  The  state  debt  statenent  is  much  less 
complicated  than  the  balance  sheet  or  profit  and  loss  statement  of 


±0*  Badger,  R.  E. :  Op.  cit.,  p.  642 

^  •  Bank  of  America:  ttA  National  Survey  of  State  Debts  and 

Securities",  New  York,  1928 


a  business  corporation.  The  debt  statement  merely  establishes 
the  basic  working  figures  and  would  be  set  up  by  an  investment 
banker  as  follows: 

Debt  Statement  of  the  State  of  

Assessed  Valuation   $800,000,000. 

Total  Funded  Debt  $50,000,000. 

Less:  Sinking  J»und  10.000.000.  

Net  Debt  $  40,000,000. 

Population.   800,000. 

Loans  made  in  anticipation  of  revenues  are  not  included  as 
part  of  the  debt.     Thus  one  can  analyze  the  debt  statement  and 
find  that  the  ratio  of  net  debt  to  assessed  property  valuations 
is  5  per  cent,  and  that  the  debt  per  capita  is  $50.     These  figures 
will  then  be  analyzed  in  terms  of  other  factors  such  as  the  state's 
debt  record,  the  nature  of  its  industries  and  resources,  the 
educational  level  and  the  initiative  of  the  people.     In  the  above 
statement,  for  example,  one  might  conclude  that  the  $50.  and  the 
5  per  cent  are  too  high  in  consideration  of  the  other  factors,  and 
give  the  state  a  comparatively  low  credit  standing. 

Ratio  of  Debt  to  Assessed  Values.    A  state  having  a  heavy 
indebtedness  must  rely  largely  upon  taxation  for  funds  that  will 
be  adequate  to  meet  its  obligations.     The  bulk  of  state  income  is 
raised  through  taxes  upon  real  property,  that  is,  the  property  is 
really  assessed  and  taxed  by  the  city  or   other  local  taxing 
authority  and  then  remitted  to  the  state  on  the  basis  of  either 
the  apportioned  or  the  rated  method.     States  also  tax  personal 
property,  but  since  such  a  tax  is  so  easily  and  widely  evaded  it 
might  be  omitted  in  an  analysis. 

In  the  apportioned  method  the  state  first  determines  the 
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amount  of  money  it  will  need  lor  the  coming  year  and  then  deducts 
the  amount  that  it  will  receive  from  its  own  (the  state)  sources 
of  income.     The  remainder  is  the  amount  that  it  must  raise  from 
the  municipalities.     The  state  then  apportions  the  debt  among  the 
cities,  towns  and  villages  on  the  basis  of  the  proportion  of  the 
total  taxable  property  of  the  state  located  in  its  (a  city,  etc.) 
taxing  area.     State  boards  of  equalization  are  employed  to  change 
the  rate  or  apportionment  every  few  years. 

The  rated  method  does  not  impose  levies  in  accordance  with 
the  amount  of  money  the  state  needs.     It  merely  charges  so  many 
mills  per  dollar  of  assessed  voluation  for  each  local  taxing 
authority.     Thui.     it  is  to  the  advantage  of  a  city  to  make  low 
valuations  of  the  property  within  its  area,  and  to  raise. the  tax 
rate.     By  doing  this,  the  city  will  be  obliged  to  turn  over  to  the 
state  a  smaller  percentage  of  its  income  from  the  property  tax. 
In  a  state  employing  the  rated  method  this  practice  is  likely  to 
be  common,  and  the  state's  statement  of  assessed  values  will  be 
considerably  below  the  actual  values.    Obviously,  the  situation 
is  most  favorable  where  the  net  debt  is  but  a  small  percentage 
of  the  assessed  values,   preferably  not  more  than  5  Der  cent. 

Debt  per  Capita;  There  are  no  definite  rules  to  the  debt 
per  capita  test.     It  must  be  used  with  caution  and  be  weighed 
by  the  various  other  elements  entering  into  the  problem  of  the 
determination  of  a  state's  credit  position,  as  one  can  see  from 
the  following  list.    New  York,  Massachusetts,  California, 
New  Jersey,   Illinois  and  Texas  are  better  prepared  to  carry 
a  heavier  debt  per  capita  than  are  the  state  of  Oklahoma, 
Ghrfergia,  Ari^on^,  South  Dakota  anr!  Oregon;  and  yet  one 


could  not  infer 

this  from  the 

list. 

Per 

Capita  Gross 

Debts  of  the  States18* 

(as  of  January  1, 

1928; 

Rani:  State 

Amt. 

Rank 

State 

Amt. 

1.  South  Dakota 

$86.91 

2o. 

Vi  rgima 

$  10.38 

2.  Oregon 

73.67 

dl  • 

Idaho 

10.05 

3.  North  Carolina  53.74 

Connecticut 

9.95 

4.  North  Dakota 

52.02 

OQ 

9.87 

5.  Delaware 

46.82 

30. 

Pennsyl vani a 

9.59 

6.  West  Virginia 

33.35 

31. 

Mississippi 

8.54 

7.  Minnesota 

33.14 

32. 

Wyoming 

7.92 

8.  New  York 

31.65 

33. 

Montana 

7.86 

9. Rhode  Island 

31.07 

34. 

Iowa 

6.80 

10.  Louisiana 

28.91 

35. 

Tennessee 

6.73 

11.  Massachusetts      28.82  , 

36. 

South  Carolina 

6.54 

12.  Maine 

25.10 

37. 

Washington 

6.53 

13.  California 

24.89 

38. 

Arizona 

6.18 

14.  Nevada 

23.78 

39  • 

Kentucky 

4.28 

15.  New  Jersey 

22.43 

40. 

Ohio 

1.86 

16.  Missouri 

20.41 

A  1 

u-eorgia 

1.54 

17.  Illinois 

19.91 

A  O 

incw  ricUiijj  oxi x  i 

1.28 

18.  Vermont 

18.84 

43. 

/*\  -v*  #"i  d 

i  exas 

.74 

19. Utah 

18.50 

44. 

Oklahoma 

.45 

20.  Michigan 

1332 

45. 

Indiana 

.11 

21.  Maryland 

18.30 

46. 

Florida 

.00 

22.  Alabama 

17.30 

47. 

Nebraska 

.00 

stated  MSu^r^  £?rkirionai  surT^ 0f 


Rank 


State 


Amt. 


Rank 


State 


Amt. 


23  •  Arkansas 


$16.70 


48.  Wisconsin 


.00 


24.  Kansas 


14.49 


Average 


$  16.61 


25.  Colorado 


10.84 


Economic  Resources  and  Industries:      A  study  of  the  strength 
of  a  state's  natural  resources  is  an  essential  part  of  an  analysis 
of  its  bonds.     The  extent  of  abundant,  diversified  resources  of 
a  useful  nature,  fertile  land,  mining  resources, good  harbors  and 
waterways  is  an  important  factor  in  the  determination  of  a  state's 


economic  strength  and  credit  position.     The  size  and  natureAthe 

state's  industrial  strength  is  an  important  consideration.  States 

which  have  but  our  principal  industry  (particularly  either  a  mining 

or  an  agricultural  state) are  subject  to  several  serious  weaknesses. 

A  period  of  depressed  economic  conditions  would  cause  a  serious 

shrinkage  in  property  values,  in  the  earnings  of  the  people  and, 

consequently,  in  their  ability  to  pay  taxes.     A  state  is  most 

advantageously  situated  when  it  has  a  progressive  and  industrious 

population  engaged  in  a  diversity  of  industries,  in  agriculture, 

manufacturing,  trading  and  banking.     The  bonds  of  such  a  state  are 

generally  well  secured  and  an  excellent  investment  value. 

Accumulated  Wealth:    Several  phases  of  an  investment  analysis 

will  deal  with  the  amount  of  taxable  wealth  existing  within  the 

area  of  the  issuing  unit.     In  the  paragraph  on  assessed  values  we 

spoke  of  the  physical  properties,  and  in  the  above  paragraph  of 

the  nature  and  diversity  of  these  properties.     The  inquiry  into 

the  factor  of  accumulated  wealth  is  not  merely  a  test  of  a  state's 

financial  strength  but  is  also  an  aid  in  indicating  the  industry 

and  the  thrift  of  the  people.     In  this  study  it  is  well  to  examine 
the  intangible  and  personal  property  as  well  as  the  real  estate. 
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One  can  readily  understand  the  importance  of  this  study,  and 
appreciate  the  significance  of  the  following  figures. 19. 

The  latest  figures  of  the  American  Bankers  Association  show 
that  in  each  of  ten  states  there  are  depositors  in  savings  banks 
with  more  than  one  million  accounts.    These  states  and  the  number 
of  savings  depositors  in  each  are:    New  York  9,666,000; 
Pennsylvania  6,112,000;  Illinois  4,507,000;  Massachusetts 
4,158,000;  California  3,227,000;  Ohio  2,868,000;  New  Jersey 
2,796,000;  Michigan  2,615,000;  Connecticut  1,564,000;  and 
Wisconsin  1,363,000. 

The  United  States  Census  Bureau  presents  the  following 
interesting  figures  (compiled  in  April,  1930)  in  regard  to  the 
distribution  of  radio  sets.     In  three  states  there  are  more  than 
one  million  sets  in  operation:    New  York  1,829,123  sets; 
Pennsylvania  1,076,770;  and  Illinois  1,075,134.     The  proportion 
of  families  in  each  state  owning  radios  is  ranked  as  follows: 
New  Jersey  63.3  per  cent;  New  York  57.8;  Massachusetts  57.6; 
Rhode  Island  57;  Illinois  55.6;  Connecticut  54.9;  California 
51.9;  Wisconsin  51.1;  and  Michigan  50.6  per  cent. 

The  above  figures  show  the  distribution  of  the  ownership 
of  an  intangible  and  a  tangible  form  of  personal  wealth.  While 
these  figures  by  no  means  constitute  a  complete  analysis  of  the 
factor  of  accui  ulated  wealth,  they  would  be  part  of  such  a  study; 
and  are  instructive  here  in  that  the  states  ranking  the  highest 
in  these  two  sets  of  figures  also  rank  the  highest  in  credit 
standing. 

Debt  Restrictions:    Most  states  now  have  constitutional 
provisions  in  regard  to  the  amount  and  purpose  for  which  their 
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legislatures  may  borrow.     The  early  adventures  of  our  states  have 
taught  the  advisability  and  wisdom    of  this  move.     The  misuse  of 
state  credit  caused  the  people  to  lo^se  faith  in  their  legislatures 
and  to  restrict  their  spending  powers.     The  most  important  pro- 
visions grant  permission  to  borrow: 
I  In  unlimited  amounts: 

1.  to  suppress  insurrection  and  to  repell  invasion 
II  In  limited  amounts: 

1.  to  refund  existing  debt 

2.  to  undertake  public  improvements 

3.  to  equalize  temporary  deficiencies  in  revenues 

4.  to  meet  interest  charges  on  funded  debt  (in  some 

cases ) 

5»  to  carry  out  special  and  specific  purposes, 
provided  the  bill  proposing  the  loan 
makes  definite  arrangements  for  the 
retirement  of  the  debt  so  incurred 

6.  to  meet  ordinary  expenses  not  otherwise  provided  for. 

Some  state  constitutions  deny  their  legislatures  the  right  to 
incur  funded  indebtedness  for  "internal  improvements"  or  to  assume 
the  debts  of  a  political  subdivision  or  of  any  private  body  or 
enterprise.    Adherence  to  these  provisions,  where  the  proper 
limitations  are  set,  will  be  a  great  aid  in  the  assurance  of 
sound  state  financing.     The  states  of  the  West  and  some  in  the 
South  have  recently  written  these  restrictions  into  their 
constitutions  and,  in  general,  adhere  to  them.     Some  states,  in 
seeking  to  live  within  their  income,  have  adopted  the  pay-as- 
you-go  policy;  the  theory  of  which  i3  if  you  cannot  pay,  don't  go. 

Other  Factors:   In  order  to  avoid  repetition  in  the  four 


sections  of  this  thesis  which  are  devoted  to  investment  analysis, 
the  most  important  of  the  other  intangible  assets  which  make 
for  strength  of  state  credit  will  merely  be  mentioned;  political 
stability,   trend  in  the  size  and  character  of  the  population, 
educational  facilities  and  level  of  literacy,  and  social 
responsibility  as  represented  by  social  legislation  and  charitable 
works.    Another  element,  treated  more  full  later,   is  the  taxing 
power  of  the  state,     mihile  in  theory  the  sovereign  power  of  a 
state  includes  the  right  to  tax  without  limit  the  wealth  located 
within  its  jurisdiction,  some  states  have  written  into  their 
consitutions  limitations  in  regard  to  the  tax  burden  to  be 
imposed  on  the  citizens. 

Marketability;  Taxation:    State  bonds  and  the  bonds  of 
political  subdivisions  of  a  state  are  exempt  from  all  Federal 
taxes..    This  practice  is  -somewhat  incompatible  with  the  provision 
of  the  Sixteenth  Amendment  to  the  United  States  Constitution, 
which  gives  Congress  the  power " . . . . t o  lay  and  collect  taxes 
on  incomes,   from  whatever  source  derived..."'    Congress  has  never 
attempted,  to  tax  the  income  from  state  or  municipal  bonds,  nor 
has  the  Supreme  Court  ever  ruled  on  the  right  to  impose  such 
taxes.     It  is  commonly  held  that  any  ruling  woula  declare  such 
a  tax  unconstitutional. 

Most  states  exempt  their  own  bonds  from  all  local  and  state 
taxes,  as  a  method  of  lowering  the  cost  of  their  borrowing.  A 
state  has,  however,  the  power  to  tax  income  from  its  own 
obligations.    Then,  also,   one  state  may  tax  the  bonds  of 
another  state  when  the  bonds  are  located  within  the 
taxing  state  and  also  when  the  owner  of  bonds  of  another 
state  resides  in  the  taxing  state,   but  has  deposited 
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the  bonds  elsewhere. 

Market:     State  bonds  carrying  local  tax  exemption  enjoy 
a  special  market  and  will  sell  at  a  higher  price,  or  lower  yield, 
than  other  bonds,  equally  secure  but  without  special  exemption. 
Most  state  bonds  are  legal  investments;   that  is  state  legislation 
permits  savings  banks,  insurance  companies  and  trustees  to  invest 
their  funds  in  state  bonds.     National  and  state  banks  and  prudent 
investors  are  also  constant  purchasers  of  sound  state  bonds.  A 
good  state  bond  is  always  a  readily  marketable  security. 
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Chapter  V 
Municipal  Bonds 

Legal  Position 

In  general  practice  the  bonds  of  the  political  sub- 
divisions of  a  state  are  called  "municipals".     They  are  non- 
sovereign  bodies.     Some  of  these  sub-divisions  are  incorporated 
while  others  owe  their  existence  to  special  legislation.  They 
are  agencies  of  the  state,  delegated  with  the  duty  of  executing 
within  specified  areas  certain  of  its  public  functions  and 
sovereign  powers.     Their  authority  and  the  scope  of  their 
functions  are  defined  either  by  statute  or  charter,  and  can  be 
increased,  or  entirely  abolished  by  action  of  the  state 
legislature.     Municipalities  may  not  borrow  unless  specifically 
invested  with  the  right. 

The  term  "Municipals"  includes  the  bonds  of  (1)  counties, 
(2)  Municipalites  or  cities,  towns  and  villages,  and  (3)  special 
districts.     Counties  are  generally  unincorporated,  territorial 
sub- di wis ions  of  the  state,  created  without  reference  to 
to  population.     Municipalities  usually  operate  as  self-governing 
bodies  under  a  charter  from  the  state,  granting  them  right  to 
tax,    to  engage  in  public  works  and  to  enact  and  execute 
regulations  necessary  to  the  welfare  and  safety  of  the  people. 
The  large  city  of  to-day  is  in  itself  a  gigantic  public  industry, 
a  great  holding  company,  which  controls  and  operates  trolley 
lines,  ferries,  docks,  parks,  playgrounds,  gas  and  electric 
power  and  light  plants,  school  systems  and  numerous  other 
undertakings.     Special  districts  are  created  to  perform  a 
single  function,  such  as  school,  drainage,  levee  and  sanitary 
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districts.    They  may  or  may  not  be  incorporated.     Their  territories 
may  overlap  or  coincide  with  other  political  sub-divisions  or 
agencies*    The  Philadelphia  School  System  is  a  special  district 
covering  the  same  territory  as  the  city,  whereas  the  Chicago 
Drainage  District  includes  a  metropolis,  a  county  and  outlying 
areas. 

Legal  compulsion  can  be  brought  to  bear  on  the  political 
sub-divisions  of  a  state  which  default  either  on  the  interest  or 
principal  of  their  debts.     The  usual  proceedure  in  case  of 
municipal  default  is  that  a  trust  company  acting  as  trustee  of  the 
issue,  a  banking  house  interested  in  the  bonds  (either  because 
they  distributed  the  issue  or  because  they  distributed  the  issue 
or  because  they  or  their  customers  now  hold  the  bonds)  or  the 
bondholders  themselves  organize  a  protective  committee  which  asks 
all  bondholders  to  deposit  their  bonds  with  a  particular  bank 
appointed  as  trustee.    Then,  as  representative  of  the  bondholders, 
the  committee  applies  to  the  court,  establishing  the  validity  of 
its  claims  and  securing  a  writ  of  mandamus  which  orders  the  proper 
municipal  officials  to  levy  sufficient  taxes  to  cover  the  interest 
and  principal  of  the  bonds  in  default. 

In  Indiana  any  public  property  may  be  sold  in  order  to  pay 
the  amount  of  the  judgment.     In  New  York  and  a  few  other  states 
municipal  property  not  in  public  use  may  be  seized.     In  Nebraska 
public  officers  who  through  negligence  of  duty  fail  to  collect 
the  necessary  taxes  may  be  held  personally  liable. 

In  five  New  England  states,  Connecticut,  Massachusetts,  Maine, 
New  Hampshire  and  Vermont,  holders  of  defaulted  municipal 
obligations  have  the  legal  right  to  appeal  to  the  proper  court, 
to  secure  a  judgment  establishing  the  amount  of  their  claims,  then 
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to  apply  for  a  writ  of  i&aidamus  permitting  them  to  seize  the  real 
and  personal  property  of  any  or  all  the  inhabitants,  in  execution 
of  the  judgment  against  the  defaulting  municipality.1. 

Some  states  have  established  by  law  definite  limits  to  the 
amount  of  taxes  which  may  be  imposed  by  the  state,  city,  town,  etc. 
upon  the  citizens  in  a  year.     The  Alabama  Constitution  of  1901 
limited  state  taxation  to  .65  of  1  percent  of  assessed  values,  and 
subsequent  legislation  provided  for  fractional  additions  for 
special  purposes.     Similar  legislation,  limiting  the  taxing  power 
of  municipalities  in  one  way  or  another,  exists  in  Arkansas, 
Colorado,  Georgia,  Idalho,  Louisiana,  Montana,  North  Carolina, 
Ohio,  Oklahoma,  South  Dakota  and  Utah.2*    Such  limitations  on 
taxation  are  detrimental  to  the  credit  position  of  those 
municipalities  and  endanger  the  security  of  the  bondholders.  In 
case  of  default  mandamus  proceedings  are  futile  when  the 
municipality  is  denied  by  law  the  power  to  raise  through  taxation 
the  means  of  paying  the  amount  of  any  judgment  that  might  be 
established  against  it.     "If  authorized  taxes  are  insufficient 
to  meet  debt  service  and  necessary  expenditures  of  the 
municipality,  then  the  default  is  without  remedy. "3. 

Municipal  Debt  History 

Perhaps  the  first  publication  of  the  amount  of  local 
government  indebtedness  was  the  report4*  of  the  twenty- seventh 
Congress,  meeting  in  1843.     The  total  debts  of  cities  was  estimated 

-L-  Raymond,  W.L. :   "State  and  Municipal  Bonds'*,  1923  p.  3 

2»Badger,  R.E.:  Op.  cit.,~p.  630 

3«ibid,  p.  p.  630,  631 

4#  Third  Session,  House  Rep.,  Ho.  296 
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at- $27, 536, 422.  and  the  population  was  estimated  to  be  1,079,470. 
Between  1843  and  1864  the  increase  of  local  expenditures  was 
small.     Sta  rting  with  1864,  however,  the  expenditures  of  local 
governmental  units  increased  rapidly  and  in  the  decade  1870-1880 
became  larger  than  the  states1  expenditures  and  about  1900  passed 
the  federal  expenditures.  The  inadequacy  of  revenues  to  cover  the 
growing  expenses,  caused  by  the  expansion  of  public  functions  and 
the  improvement  programs,  necessitated  borrowing.     The  debts  of 
local  units  mountned  rapidly,  grwwing  from  $27,536,422.  in  1843,  to 
$515,810,000.  in  1870,  to  $925,989,600.  in  1890,  and  to  over 
$10,000,000,000.  in  1930;  that  is,  a  twenty  fold  increase  in 
sixty  years . 

The  purposes  of  current  municipal  bonds  are  about  the  same 
as  those  of  earlier  issues,  namely,  construction  or  improvement 
of  public  buildings,  water  works,  streets,  sewers,  bridges, 
wharves,  rivers  and  harbors;  schools,  libraries,  parks;  war 
expenses;  police  and  fire  protection,  funding  and  miscellaneous 
purposes. 

The  improvement  programs  and  the  sudden  increase  of  in- 
debtedness did  not  occur  without  causing  financial  difficulties 
for  some  local  units.     Raymond  says,  however,  that  "in 
proportion  to  the  amount  of  bonds  put  out,  the  record  of 
municipal  bonds  is  better  than  that  of  state  bonds. "5»    Yet  defaults 
by  political  sub-divisions  of  the  states  are  not  uncommon,  and 
repudiations  have  been  attempted  even  in  recent  years. 

"A  recent  attempt  at  bad  faith,  which  proved  little  more 
than  amusing,  was  the  effort  of  the  Mayor  of  Atchison,  Kansas,  to 

&#  Raymond,  W.L.:  "State  and  Municipal  Bonds",  p.  272 
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refund  in  July,  1913,  at  a  time  when  municipal  bonds  were  selling  to 
yield  from  4.5  to  5.0  per  cent  net  income,  old  4  per  cent  bonds 
with  new  4  per  cent  bonds  at  par  and  his  refusal  to  pay  off  the 
the  old  bonds  in  cash.  The  result  of  this  attempt  was  the  ruling 
by  the  Kansas  Supreme  Court  that  it  had  jurisdiction  to  require 
levy  of  a  tax  to  pay  full  principal  of  the  bonds  and  forbidding 
any  tax  levy  unless  provision  was  made  for  them. "6* 

A  more  recent  case  of  default  and  attempted  repudiation 
occurred  in  the  latter  part  of  1930  in  the  case  of  the  City  of 
Sanford,  Florida.     As  did  many  municipalities,  Sanford  incurred 
a  heavy  debt  during  the  boom  years  in  Florida,  but  a  debt  which 
proved  burdensome  when  the  "golden  flood"  of  prosperity 
collapsed.     Sanford  had  issued  bonds  in  excess  of  $6,500,000. 
against  an  assessed  valuation  of  $10,900,000.  or  a  ratio  of 
approximately  60  per  cent  where  a  ratio  of  4  per  cent  should  not 
have  been  exceeded.     In  regard  to  the  wild  financial  practices  of 
the  boom  period  Chief  Justic  Glenn  B.  Terrell,  in  passing  on  the 
Sanford  case,  said,  "Municipal  and  personal  behavior  were  in  the 
teeth  of  every  Jmown  law  of  economics,  and  so  completely  did  the 
mania  for  gathering  where  we  had  not  sowed  and  spending  the 
increment  overcome  us  that  our  very  conduct  impressed  the  stigma 
of  contempt  upon  the  old-time  virtues  of  thrift,  integrity,  toil  and 
moderation."    Sanford* s  plea  was  that  it  was  "too  poor  to  pay." 
The  Supreme  Court  of  Florida  ruled  that  municipalities  cannot 
plead  poverty  to  escape  their  obligations  and  that  poverty  or 
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•  Levison  v.  Finney,  no.  18,934,  Supreme  Court  of  Kansas; 
quoted  from  ¥.  L.  Raymond* s  "American  and  Foreign  Investment 
Bonds",  1916,  p.  155 
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misfortune  overtaking  a  city  is  no  defence  for  failure  to  repay 
its  obligations;  and  ordered  the  City  Clerk  and  Tax  Assessor  to 
levy  sufficient  taxes  to  meet  the  interest  in  arrears  and  the 
funded  debt.     Similar  decisions  were  made  in  cases  of  other  Florida 
municipalities  —  the  counties  of  Sarasota  and  Bay  and  the  cities 
of  West  Palm  Beach  and  Hastings. 

Though  there  is  but  little  chance  that  a  municipality  could 
succeed  in  repudiating  its  debt  today,  the  fact  remains  that  civil 
unite  have  dishonored  their  debts  in  the  past.    The  debt  history  of 
a  county,  city  or  special  district  will  have  considerable  effect 
upon  its  ability  to  borrow,  and  will  be  an  important  factor  in 
determining  the  interest  rates  it  must  offer  to  float  its  bonds. 

The  principal  excuse  for  attempted  repudiations  has  been  the 
claim  that  the  bonds  were  illegally  issued.     The  real  causes  of 
the  financial  difficulties  of  local  governmental  units  have 
been:7, 

(l)  Speculative  and  unwise  improvement  programs  similar  to 
those  undertaken  by  the  states  in  the  feverish  and 
♦70*s. 

(2)  Too  liberal  use  of  public  funds  in  aiding  private 
undertakings,  particularly  railroads 

(3)  Catastrophes  such  as  floods,  fire,  epidemics,  etc.  which 
have  prostrated  communities 

(4)  "Issue  of  bonds  by  small,  struggling  or  unstable 
communities  where  the  property  and  taxing  power  proved 
insufficient  to  take  care  of  the  bonds" 

(5)  Mismanagement  of  public  funds  and  inefficient  administration 
of  local  taxation  systems. 


Bond,;:       ST4"  "American  and  Forei*"  wstment 
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Cases  of  attempted  bad  faith  in  the  past  have  resulted  in 
payment  in  full  in  some  municipalities.     In  others,  settlement 
was  made  by  compromises,  such  as  fifty  cents  on  the  dollar;  while 
in  a  few  cases  no  payment  at  all  was  made.    With  the  exception  of 
a  few  successful  repudiations,  settlement  has  generally  been  nade 
by  reducing  the  fixed  charges  by  inducing  the  bondholders  to 
accept  lower  interest  rates,  rather  than  scaling  of  the  principal. 
Raymond  observes  that  "bondholders  often  have  found  it  more 
advantageous  to  accept  a  slight  reduction  in  interest  rather  than 
fight  the  question  through  the  courts  with  the  possibility  in 
some  cases  of  not  being  able  to  collect  the  amount  of  the  probable 
judgment. "8* 

Municipalities  now  reaognize  their  legal  position  and  seek 
to  Maintain  good  faith.    Attempted  repudiation  on  the  grounds  of 
illegality  of  issue  were  made  improbable,  at  first,  by  the 
disposition  of  the  courts  not  to  declare  void  an  issue  containing 
an  Inaccurate  recital,  and  later  by  the  application  of  the  legal 
doctrine  of  estoppel  to  the  matter  of  the  valid  inception  of 
a  public  debt. 

Financial  Analysis 

Borrowing  Restrictions;     In  most  states  certain  limitations 
are  imposed  upon  the  borrowing  operations  of  municipalities.  These 
restrictions  will  be  found  in  the  state  constitutions  which  are 
generally  supplemented  by  special  acts  of  the  state  legislatures. 

H*  ibid,  p.  156 
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In  many  statesy#  the  debt  limiting  power  has  been  delegated,  in 
whole  or  in  part,  to  the  legislatures  —  an  arrangement  which 
is  more  discretionary  but  at  the  same  time  is  liable  to  abuse. 
The  restrictions  cover  the  amount  and  the  purposes  of  the  bond 
issues  and  also  the  method  of  incurring  the  debt.     In  most  cases 
the  basis  of  debt  limitation  is  a  percentage  of  assessed  valuations. 

Some  states  require  that  before  any  new  bonded  debt  may  be 
incurred,  the  matter  must  be  referred  to  the  voters  for  approval. 
Bonds  approved  by  popular  vote  carry  a  reasonable,  though  not 
infallible,  guarantee  of  good  faith.     In  regard  to  the  method, 
restrictions  are  also  placed  on  the  duration  of  the  debt  and  on 
the  type  of  bond  (i.e.  serial,  sinking  fund,  etc.). 

What  the  investor  wants  to  know  is  whether  these  debt 
restrictions  are  effective  and  adequate  to  protect  him  from 

unwarranted  borrowing  and  unwise  use  of  public  credit  by  the  state 
whose  bonds  he  holds  or  contemplates  purchasing;  or  are  these 
limitations  merely  a  matter  of  form  and  of  slight  practical  value? 
of  course,  the  answer  is  that  in  some  states  the  regulations  have 
teeth  and  operate  successfully;  in  others  they  are  easily  evaded 

and  are,  therefore,  inoperative. 

Legality  of  Issue:    The  variety  of  restrictions  and  regulations 
which  have  been  imposed  upon  the  borrowing  powers  of  municipalities 
has  entailed  legal  complexities,  particularly  in  regard  to  the 

validity  of  an  issue. 

If  bonds  have  been  issued  in  amounts  exceeding  the  legal 

limitations,  or  without  the  proper  legal  authority,  or  in  violation 

y#  Kansas,  Maryland,  Massachusetts,  New  York,  Hew  Hampshire, 
Michigan,  Nebraska,  Ohio,  Oregon  and  others 
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of  technicalities  of  the  legally  prescribed  proceedure  of  issue, 
or  contrary  to  any  of  the  regulations  and  requirements  imposed  by 
the  state  constitution  and  the  acts  of  the  legislature  in  regard 
to  municipal  bond  issues,  such  bonds  have  no  legal  validity.  A 
municipality  receives  its  borrowing  power  from  its  state  and  accepts 
the  terms  and  limitations  imposed  by  the  state.     A  municipality 
has  no  right  to  enter  a  contract  which  is  enforceable  inco-Urt 
without  having  first  obtained  the  power  or  privilege  from  its 
sovereign  state.     In  brief,  bonds  issued  in  defiance  of  any  of 
these  laws  may  be  held  invalid.     In  accordance  with  the  law  in 
all  states,  a  negotiable  instrument  which  is  void  or  invalid  in 
it  inception  has  no  legal  existence  andis  nonenf orceable. 

The  right  to  sue  a  municipality  is  meaningless  under  such 
conditions.    These  legal  complexities  have  caused  considerable 
trouble  in  the  past  and,  in  settling  the  difficulties,  several 
definite  practices  have  grown  up.     In  order  to  maintain  good 
faith  some  states  and  municipalities  have,  by  legislative  action, 
validated  their  outstanding  bond  issues  which  had  already  been 
judicially  declared  void  or  issued  contrary  to  legal  regulations. 
Though  the  courts  recognize  the  principle  that  a  bond  buyer  can 
have  no  redress  for  errors  committed  in  good  faith  and  without 
attempt  to  fraud,  they  have  been  very  lenient  to  innocent  holders 
of  illegally  issued  municipal  bonds.     Supreme  Court  decisions 
clearly  show  that  they  do  not  consider  an  inaccurate  recital 
sufficient  cause  to  declare  the  bond  issue  void.l°* 


10 *    See  148  U.  S.  591;  and  104  Fed.  605 
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There  is  a  clearly  discernible  movement  or  tendency  to  try  to 
avoid  subsequent  invalidation  and  litigation  by  establishing  by 
statute,  at  the  time  of  issue,  the  validity  of  the  bonds.  In 
Georgia1''*'*  ,  for  example,  after  public  approval  has  been  given  to 
a  proposed  bond  issue,  "notice  is  given  to  a  designated  state 
official  who  starts  action  against  the  county  or  municipality 
which  desires  to  issue  the  bonds.    An  order  is  obtained  directing 
the  issuing  unit  to  show  cause  why  the  bonds  should  not  be 
•confirmed  and  validated',  and  a  hearing  is  provided  at  which  'all 
questions  of  law  and  fact  are  settled*.     If  the  proceedings  are 
approved,  a  judgment  is  entered  for  the  municipality  or  county, 
and  this  is  conclusive  evidence  of  the  validity  of  the  issue." 

Legislation  in  New  Jersey  and  other  states  provides  "...that 
the  validity  of  bonds  shall  not  be  questioned  in  any  suit  commenced 
after  the  lapse  of  20  days  from  the  first  publication  of  the 
ordinance  or  resolution  authorizing  them. . • 

The  laws  of  New  York,  New  Jersey  and  other  states  employ  the 
legal  doctrine  of  estoppel  to  avoid  litigation  and  invalidation. 
The  Hew  York  statutes  say  that  the  ordinance  providing  for  or 

creating  a  funded  debt  "may  provide  that  the  bonds  herein 
authorized  shall  contain  a  recital  that  they  are  issued  pursuant 
to  law  and  an  ordinance  of  the  common  council  Such  recital, 

ii«  taken  from  Badger,  R.E. :  Op.  cit.,  p.  658 

12#  Pierson  Bond  Act  (of  New  Jersey),  quoted  in  Commercial 

and  Financial  Chronicle,  State  and  City  Supplement,  June, 

1927,  p.  103 
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when  so  authorized,  as  aforesaid,  shall  be  conclusive  evidence 
of  their  validity." 

The  Pierson  Bond  Act  provides  that  the  findings  of  facts  by 
the  proper  officials  shall  be  final  and  that  bonds  reciting  that 
they  are  issued  under  the  Act  shall  be  incontestible.     In  other 
words,  these  statutes  declare  that  the  statement  of  the  proper 
authorities  that  the  bonds  are  issued  pursuant  to  law  is  conclusive 
evidence  of  the  validity  of  the  issue. 

A  thorough  investigation  of  the  legal  requirements,  the  acts 
and  ordinances  proposing  the  issue,  the  procedure  of  issue,  and 
other  details  is  a  task  too  complicated  for  the  individual 
investor.    Law  firms  trust  companies  and  investment  houses  have 
assumed  the  function  of  certifying  the  authenticity  of  the  bonds. 
But  in  too  many  cases  this  certification  merely  means  that  the 
bond  and  the  signatures  an  the  bond  are  genuine.     So  involved  is 
the  investigation  that  there  are  comparatively  few  houses  capable 
of  making  a  complete  investigation,  whose  opinion  is  accepted  as 
final  by  selling  syndicates  and  investors. 

The  Aim  of  Municipal  Bond  Analysis:     There  is  an  old  saying 
that  "A  municipal  bond  is  good  if  it  is  legal."    An  accurate  analy- 
sis must  go  beyond  an  investigation  of  the  legality  of  the  bond 
issue.     The  lack  of  adequate  statistics,  the  misleading  debt 
statements,  and  the  variety  of  assessment  and  taxation  policies 
make  the  analysis  of  municipal  bonds  a  difficult  task.     The  chief 
aim  is  to  determine  the  relation  of  the  amount  of  the  debt  to  the 
security  backing  it,  or  to  analyze  the  actual  debt  in  relation  to 
the  total  amount  and  character  of  the  population  and  property 
within  the  debt-contracting  municipality.     The  determination  of 

the  total  amount  of  the  debt  must  include  all  obligations  charged 
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against  the  same  people  and  property.     Thus,  the  first  step  is  to 
discover  the  actual  debt. 

The  Debt  Statement:    The  purpose  of  the  debt  statement, 
accompanying  the  bond  circular,  is  to  set  forth  (1)  the  municipality's 

debt  burden  and  (2)  the  physical  properties  securing  the  debt. 
But  the  typical  debt  statement  fails  to  accomplish  this  purpose 
with  any  accuracy.     The  following  case  wiiJt  explain  just  how  and 


why  the  debt  statement  is  misleading. 

City  of  Denver 
Debt  Statement 

Assessed  Valuation  (actual)  $422,095,000. 

Total  Bonded  Debt  #22,760,000. 

Less:  Water  Debt  21.563.000*  

Net  Debt  $  1^97,000. 

Population   285,000. 

Net  Debt  Per  Capita  •  $4.16 

Ratio  of  Net  Debt  to  Assessed  Valuation  0.28^ 


The  above  statement  was  used  in  a  bond  circular  sent  to 
prospective  purchasers  of  City  of  Denver  bonds.     It  is  misleading 
for  the  following  reasons. 

(l)  The  Colorado  law  requires  assessments  at  100 

per  cent  of  the  property's  real  value.     Though  the 
assessed  valuation  is  stated  here  as  being  the  "Actual" 
value,  it  is  really  only  70  per  cent  of  that  amount. 
4*  (2)         While  the  figure  $22,760,000.  is  the  actual 

total  bonded  debt  issued  by  the  City  of  Denver,  the 
people  and  property  within  Denver  are  also  charged  with 
their  just  portion  of  the  debts  of  other  overlapping 
districts,  as  follows: 
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(a)  a  special  assessment  debt  of  #8,000,000. 

(b)  a  school  district  debt  of  $10,000,000. 

(c)  30  per  cent  of  the  state's  debt  of  #13,000,000. 

(d)  the  bulk  of  a  railroad- tunnel  district's  debt  of 

approximately  $13,500,000. 
(3)  By  showing  all  the  proper  charges  against  the 

population  and  property  the  following  changes  would 
have  to  be  made  in  the  debt  statement. 

(a)  Raise  the  total  bonded  debt  from  #22,760,000.  to 
approximately  #54,000,000. 

(b)  Raise  the  net  debt  from  #1,197,000  to  #32,437,000. 

(c)  Raise  the  ratio  of  net  debt  to  assessed  valuation 
(l)  as  stated,  from  0.28  per  cent  to  7.69  per  cent 
or  (2)  for  estimated  real  value,  to  5.38  per  cent. 

(d)Raise  the  net  debt  per  capita  from  #4.16  to  #113.81 
One  can  clearly  see  now  that  the  City  of  Denver's  debt 
statement  is  inaccurate  and  misleading.     The  changes  suggested 
would  make  the  statement  accurate  though,  obviously,  much  less 
impressive.     A  municipal  debt  statement  should  include  not  only 
the  debts  of  its  own  creation  but  a  fair  share  of  the  debts  of  all 
civil  units  whose  territory  coincides,  in  whole  or  in  part,  with 
that  of  the  municipality  under  consideration        and  including  a 
just  portion  of  the  state's  debt. 

The  present  unsound  method  of  setting  up  municipal  debt 
statements  has  grown  out  of  the  practice  of  limiting  the 
borrowing  powers  of  civil  units  to  a  certain  percentage  of  their 
assessed  valuations.     In  communities  where  the  governments' 
functions  and  expenditures  have  increased  greatly,  the  restriction 

became  obstacles  and  were  overcome  chiefly  by  two  methods.  First, 


the  exemption  of  self-supporting  debts  was  adopted  universally. 
Debts  created  in  the  Establishment  of  water  works,  municipal 
industries  and  other  paying  enterprises  (i.e.  all  loans  for 
productive  purposes  which  are  earning  enough  to  meet  interest 
payments  and  to  retire  the  debt)  are  deducted  in  order  to  show  the 
net  debt.     Loans  made  in  anticipation  of  tax  collections  and 
general  sinking  funds  are  also  deducted  from  the  total  debt,  and 
in  some  states  temporary  bank  loans  and  warrants  are  deductible. 
The  second  method  is  the  creation  of  new  debt-contracting  districts 
whose  territory  overlaps  other  civil  units,  but  whose  debts  are 
regarded  as  being  separate  and  apart  from,  and  not  in  addition 
to,  the  debts  of  the  overlapped  districts  .  In  other  words, 
several  civil  units  impose  debts  upon  the  same  people  and  mortgage 
the  same  property,  but  in  their  debt  statements  indicate  that 
their  debt  is  the  only  one  issued  against  the  people  and  the 
property.     Such  action  would  constitute  fraud  if  attempted  in 
private    corporation  finance..  In  the  case  of  municipal  bonds, 
however,  the  practice  is  both  caused  and  protected  by  state  laws. 

Ratio  of  Debt  to  Taxable  Wealth  and  Property:  Having 
determined  the  real  net  debt,  the  next  step  is  to  inquire  if  the 
debt  is  in  reasonable  proportion  to  the  amount  of  property  and 
population  against  which  the  debt  was  issued.     Prom  a  study  of  the 
following  figures  one  will  observe  that  there  is  a  gradual 
reduction  in  net  debt,  assessed  valuation,  estimated  true  value, 
and  the  ratio  of  net  debt  to  assessed  valuation  (all  per  capita) 
from  the  large  to  the   small  municipality. 
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Per  Capita  Debt  Statistics15* 
Groups  of  Cities  with      Gross         Net        Assessed    Estimated  Ratio 
Specified  Population        Debt  Debt      Valuation  True  Val.    N.D.to  ArV, 

Group  I  500,000 
population  and  over        $285.14    $147.86  $1,801.19  $2,201.58  8.20$ 

II  300,000  to  500,000        149.01       116.61     1,610,47     1,942.21  7.23 

III  100,000to  300,000        120r95         91.77     1,373.43     1,769.20  6.68 

IV  50,000  to  100,000         95.45        74.72     1,315.53     1,728.43  5.67 

V  30,000  to    50,000        87. C7        64.34     1,156.84     1,602.89  5.57 
Since  per  capita  wealth  increases  with  the  size  of  the 

municipality^  it  is  reasonable  to  assume  that  a  large  community  is 
better  able  to  carry  and  discharge  a  greater  debt  per  capita  than 
a  small  city.     The  large  cities  are  on  a  different  economic  basis 
than  the  rural  communities.     The  strategic  locations  ana  the 
diversity  of  industrial  enterprises  promote  stability  in  the  large 
communities  and  justly  entitle  them  to  higher  ratios  of  net  debt 
to  assessed  values.     The  bulk  of  recent  municipal  defaults  has 
occurred  in  the  small  municipalities  lacking  diversification. 
The  above  figures  might  be  used  as  a  conservative  guide,   but  it 
should  be  remembered  in  municipal  bond  analysis  that  statistics, 
as  compiled  and  presented  at  present,  are  neither  reliable 
no  conclusive. 

Industries  and  Location:  All  economic  factors  which  contribute 
to  the  industrial  welfare  and  growth  and  the  general  well-being  of 
a  community  at  the  same  time  improve  the  credit  position  and  acta 


16  *  prepared  from  "Financial  Statistics  of  Cities."',  Bureau  of  the 
Census,  Dept.  of  Commerce,  1925,   p.p.  414,  454,  455 


to  the  strength  of  its  bonds.    Diversified  and  growing  industries 
imply  strength.     A  one-industry  community  is  in  a  precarious 
position  because  a  business  depression  may  lead  the  city  into 
bankruptcy.    The  depressed  condition  in  the  textile  industry,  for 
example,  brought  on  the  insolvency  of  Fall  Hiver,  Mass.  by 
depressing  property  values,  shutting  down  the  mills  and  factories, 
and  stopping  the  citizens1  and  consumers'  incomes.     The  ability 
of  the  people  to  adapt  themselves  to  changing  economic  conitions 
is  an  important  factor  in  the  stability  and  growth  of  a 
community,  as  the  history  of  Boston  and  other  New  England 
municipalities  shows. 

The  bonds  of  some  municipalities  are  desirable  investments 
not  because  they  are  secured  by  industrial  strength,  but  because 
of  their  location.     A  city  which  is  a  trading  and  transportation 
center  is  in  a  strategic  position  and  this  strength  will  be 
reflected  in  its  credit  standing.     New  York,  Chicago,  St.  Louis, 
Dallas,  Kansas  City  and  such  cities  are  railroad  centers,  and  hold 
key  positions  in  the  distribution  of  goods  in  the  surrounding 
territories.    If  these  cities  had  no  other  claim  to  economic 
strength,  their  strategic  location  would  provide  an  element  of 
great  stability.     Another  factor  to  be  considered,  and  one  which 
has  considerable  bearing  on  the  credit  of  some  municipalities, 
is  their  location  in  regard  to  floods,  tornadoes,  earth  quakes 
and  other  natural  catastrophes. 

Other  Elements:  There  are  many  other  factors  which  affect 
municipal  credit  and  make  the  bonds  of  one  unit  more  secure  and 
desirable  than  those  of  another.     The  age  of  a  community  and  its 
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debt  record  are  significant.     The  accurate  ratio  of  the  real 
net  debt  to  the  actual  value  of  all  the  taxable  property  is  a 
useful  indication  of  a  municipality's  ability  to  pay.    But,  as  has 
been  so  frequently  stressed  in  this  thesis,  this  ratio  is  accurate 
only  when  weighed  or  interpreted  in  light  of  the  education, 
industry,  ability  and  other  intangible  assets  furnished  by  the 
people  themselves,  and  which  differ  so  greatly  from  one  community 
to  another.     Another  factor  of  great  import  is  the  diversity,  the 
stability  and  the  pernancy  of  the  sources  of  income  of  the  people 
creating  the  debt.    All  of  these  elements  enter  into  the 
determination  of  municipal  credit. 

Purpose  and  Duration  of  the  Debt:     A  state's  constitution  and 
statutes  will  set  forth  the  purposes  for  which  its  sub-divisions 
may  borrow.    Temporary  borrowing,  in  anticipation  of  tax 
collections,  for  purposes  of  meeting  current  expenses  is  allowable 
This  type  of  borrowing  is  necessitated  by  the  fact  that  municipal 
taxes  are  generally  collected  only  once  a  year  while  expenses 
occur  constantly  throughout  the  year,  and  in  order  to  avoid 
collecting  taxes  in  advance  short-term  bank  borrowing  is 
necessary.    For  purposes  of  construction  of  schools,  public 
buildings,  municipal  industries;  sanitation  systems  and  public 
improvements  long-term  borrowing  is  the  proper  method  of  financing 
States  have  found  it  wise  and  essential  to  a  sound  system  of 
municipal  credit  to  establish  regulations  not  only  for  the  amount, 
the  purpose  and  the  proceedure  of  issue  but  also  for  the  duration 
of  the  debt. 

The  purpose  of  the  bond  issue  should  determine  the  life  of 
the  loan.  The  principle  to  observe  is  that  the  maturity  of  the 
bonds  should  not  extend  beyond  the  period  of  the  usefulness  of 
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the  public  building  or  improvement  for  which  the  funds  were  spent. 
This  principle  is  recognized  today  by  most  states,  but ms  ruthlessly 
ignored  in  the  past.    Perhaps  the  worst  offending  practice  was  the 
method  of  financing  the  paving  of  the  streets  for  which  bonds 
were  issued  with  maturities  from  20  to  50  years.     The  streets  would 
wear  out  every  10  or  15  years,  necessitating  new  bond  issues  to 
cover  the  costs  of  repairs  and  re-surfacing.     The  result  of  this 
flagrant  practice  was  the  accum  alation  of  a  large  debt  which 
was  not  represented  by  corresponding  values.     The  states  found 
it  necessary  to  demand  observance  of  the  aforementioned 
principle  by  enacting  regulations  in  regard  to  the  duration  of 
municipal  funded  debt. 

Massachusetts  was  the  first  state  to  establish  such 
restrictions.     The  maximum  maturities  of  city  and  town  debts  are 
set  forth  in  a  long  list,  from  which  we  have  selected  a  few 
requiremai ts  which  illustrate  with  striking  force  the  changes 
which  have  been  made. 

(1)  For  the  construction  of  bridges  of  stone  or 
concrete,  of  iron  superstructure,  20  years 

(2)  For  the  original  construction  of  streets  of 
highways  or  the  extensioning  or  widening  of 
streets  or  highways,  including  land  damages  and 
the  cost  of  pavement  and  sidewalks  laid  at  the  time 
of  said  construction,  10  years 

(3)  For  the  construction  of  stone,  block,  brick,  or 
other  permanent  pavement  of  similar  lasting 
character,  10  years 

(4)  For  macadam  pavement  or  other  raad  material  under 
specifications  approved  by  the  Division  of  Highway, 
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5  years. 

Methods  of  Repayment:     The  method  of  repayment  is  a  factor  of 
no  slight  importance.     In  order  to  avoid  the  accum.  ulation  of  a 
burdensome  debt,  it  is  desirable  in  municipal  finance  to  provide 
for  the  amortization  of  the  debt  at  the  time  of  its  creation. 
The  experiences  of  many  American  municipalities  has  taught  the 
necessity  and  wisdom  of  recognizing  this  principle  and  has  led 
to  the  establishment  of  legal  provisions  to  enforce  it.  Payments 
into  a  sinking  fund  and  the  serial  issue  are  the  two  methods  of 
amortization.     In  the  sinking  fund  method  payments  are  made,  on 
each  interest  date,  into  a  fund  which  will  accumulate  to  an 
amount  sufficient  to  pay  the  bonds  at  maturity.     The  serial  method 
of  amortization  establishes  different  maturity  dates  so  that  a 
portion  of  the  debt  falls  due  serially  or  periodically. 

The  sinking  fund  method  creates  the  problem  of  how  to 
invest  the  funds  with  safety  and,  at  the  same  time,  assurance  that 
the  accumulations  will  be  adequate  to  meet  the  maturing  obligations. 
Poor  investments  and  mismanagement  have  characterized  this  method 
in  the  past  and  may  be  set  forth  as  the  leading  objections  to 
its  use.     The  proper  procedure  in  the  sinking  fund  method,  and 
termed  the  actuarial  basis,  is  to  adjust  the  fund  so  that  the 
periodical  payments  plus  the  accruals  of  interest  income  will 
equal,  at  maturity,  the  amount  due.    Efficient  administration 

of  this  method  calls  for  expert  financial  management,  a  shortage 

in  the  personnel  of  many  municipal  governments.     A  municipality 
may  avoid  the  danger  of  poor  investment  by  employing  the  sinking 
fund  payments  to  purchase  and  cancel  its  own  bonds,  as  is  done  by 
foreign  governments  and  American  industrial  corporations. 

The  serial  method  is  the  more  popular  in  the  United  States. 
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It  was  adopted  first  by  Massachusetts  in  1913  and  has  since  been 
required  by  the  laws  of  New  Jersey,  Ohio,  North  Carolina, 
Louisiana,  West  Virginia  and  a  few  others.    Many  municipalities 
in  other  states  have  adopted  the  serial  method  without  specific 
state  requirement.     In  general,  serial  bonds  involve  greater 
difficulties  in  marketing  than  straight  term  bonds.  Investors 
prefer  to  hold  bonds  that  are  part  of  a  large  issue,  so  that  at 
all  times  there  will  be  many  buyers  and  sellers,  a  larger  market. 
At  times  investors  prefer  short-term  bonds  and  at  other  times,  long 
maturities,  a.nd  seldom  does  a  bond  buyer  purchase  commitments 
maturing  in  a  series  of  dates.     Investment  bankers  usually  have  to 
exert  greater  effort  in    selling  some  maturities,  while  other 
maturities  move  easily. 

Special  Assessment  Bonds:     The  municipal  bond  discussed  so 
far  are  all  the  direct  and  full  obligations  of  all  the  people  and 
property  located  within  the  issuing  unit.     Communities  sometimes 
issue  another  type  of  bond,  the  special  assessment  bond,  that 
requires  special  attention.     In  public  finance  a  special 
assessment  is  a  charge  on  property,  in  payment  for  special  benefits 
conferred  upon  that  property  by  an  improvement  of  a  public 
character.     It  is  considered  an  equitable  charge  since  the 
assessment  is  graded  in  consideration  of  the  enhanced  value  of  the 
property.    When  the  improvement  (generally  water  and  sewerage 
pipes,  sidewalks,  roads,  etc.)  is  being  constructed,  bonds  are 

issued  to  provide  the  necessary  funds.     These  bonds  are  secured 
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by  the  unpaid  special  assessments  against  the  specific  property 
benefited.     Special  assessment  bonds  may  or  may  not  be  the  direct 
debt  of  the  municipality,  and  cannot  be  considered  as  general 
obligations  of  the  community  unless  specifically  stated  so  in 


the  contract.     Some  municipalities,  however,  pledge  their  full 
faith  and  taxing  power  as  security  for  the  special  assessment 
bonds  issued  under  their  jurisdiction.    Where  this  is  not  done, 
a  careful  study  must  bemade  of  the  property  that  is  responsible  for 
payment  of  the  debt        and  conservative  estimates  should  be  the 
guide.     There  have  been  many  defaults  on  special  assessment  bonds; 
and  the  chief  reasons  have  been  the  inadequacy  of  the  property 
values  securing  the  debt  and  the  failure  of  the  improvement 
projects  to  materialize. 

Marketability:    Municipal  bonds  are  exempt  from  all  Federal 
taxes  except  the  inheritance  tax  and  are  generally,  though  not 
always,  exempt  from  the  taxes  of  their  own  sovereign  states.  They 
are  taxable  in  other  states.     This  local  tax  exemption  creates  a 
special  market  for  the  bonds  and  enables  the  municipality  to 
borrow  at  a  slightly  lower  interest  rate.     In  times  of  heavy 
taxation,  particularly  war  financing  and  depression  deficits, 
these  tax  exempt  bonds  enjoy  a  fine  market.     Municipal  bonds 
which  can  meet  certain  requirements  have  been  declared  legal 
investments  for  savings  banks,  insurance  companies  and  trustees, 
by  the  statutes  of  most  states. 


Chapter  VI 


Foreign  Government  Bonds 


Introduction;    The  preceeding  three  chapters  have  dealt  with 
the  bonds  of  the  United  States  Government,  the  American  states, 
and  the  various  political  sub-divisions  of  the  states.  Similar 
debt-creating  political  units  exist  in  foreign  countries.  In 
Canada,  for  example,  the  issuing  unit  may  be  the  Dominion 
Government;  the  province  of  New  Brunswick,  Quebec,  Ontario, 
Manitoba,  etc;  or  the  municipalities  of  Montreal,  Ottawa,  Calgary, 
and  so  forth.    The  bonds  of  corresponding  central  and  civil 
governments  of  many  other  countries  have  found  their  way  to  the 
American  bond  market.     The  following  figures  show  the  extent  of 
American  investment  in  foreign  governments  in  recent  years. 

Estimated  Value  of  American  Investmants 
Abroad1*  (in  government  guaranteed  obligations) 
(in  millions  of  dollars) 
Regions  At  the  end  of  1923    1925      1927  1929  1930 

Europe  $950,    $1,825.  $3,671,       $4,564,  $4,535, 

Latin  America   610,  910,     5,222,        5,807,  5,333, 

Canada  and  New  Foundlandl,050,      1,175,     3,537  3,627,  3,854, 

Asia,  Australia,  Africa 

and  the  rest  of  the  world360,        520»     1,070,        1,368,  1,662. 

Total   2,970,  4,4430    13,500,       15,366,  15,384 

The  legal  factors  set  forth  in  the  preceding  chapters  hold 

'  ^•s-riePt-  of  Commerce,   "Report  on  the  Balance  of  Payment  " 
1923,  1925,  1927,  1929,  1930  ' 
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true  in  the  cases  of  corresponding  political  units  abroad.  Soverei^i 
powers  submit  to  no  higher  authority  and  holders  of  their  defaulted 
bonds  can  have  no  legal  recourse.     The  investment  worth  of  foreign 
government  bonds  in  determined  in  the  same  way  that  we  analyzed 
the  obligations  of  our  own  governmental  units.     The  credit  of  all 
governments  depends  on  two  general  factors,  the  character  of  the 
obligor  and  the  nature  of  its  resources.     The  former  will  effect 
its  financial  responsibility  and  willingness  to  pay  its  debts. 
The  latter  will  determine  the  debtor* s  ability  to  carry  the  debt 
and  to  discharge  it  at  maturity.     Both  are  important  and  require 
careful  study.     In  preceeding  pages  the  writer  has  emphasized  the 
fact  that  no  important  nation  ever  defaulted  or  repudiated  a  debt 
that  was  not  a  burden  upon  the  people. 

Since  the  debt-creating  units  and  powers  of  foreign 
governments  are  so  like  our  American  governmants,  and  since 
the  investment  considerations  are  also  similar,  this  chapter  will 
merely  review  briefly  the  chief  lines  of  investigation  and  present 
a  fewv  cases  to  illustrate  the  principles* 

Investment  Considerations:  There  is  no  other  class  of 
governmental  bonds  which  requires  more  careful  analysis  than  those 
of  foreign  governmental  units.    No    other  class  has  been  so 
poorly  analyzed  in  the  past.     Careful  and  accurate  analysis  of 
foreign  governmnent  bonds  would  save  millions  of  dollars  for 
misguided  investors,  and  would  also  earn  great  profits  for 
investors  for  there  are  always  some  excellent  bargains  to  be 
"picked  up"  in  this  class.     A  careful    analysis  might  be  built 
along  the  lines  of  the  problems  suggested  by  the  following  series 
of  questions. 


1.  Does  the  debt  record  of  the  government  indicate  good 
faith  and  financial  responsibility? 

2.  How  does  the  country*s  political  position  affect  its 
borrowing  capacity?  How  was  the  government  founded,  that  is 
with  what  motives  and  how  long  ago?    Is  the  political 

structure  stable  and  is  there  a  established  and  respected 
body  of  constitutional  and  common  lew? 

3.  Is  the  government's  budget  balanced,  its  financial 
position  secure  and  its  currency  stable? 

4.  How  valuable  is  the  country's  natural  resources,  that 
is,  minerals,  location,  climate,  harbors  and  inland  water 
ways? 

5.  To  what  extent  have  the  people  worked  up  these  resources 
into  a  strong  industrial  or  agricultural  nation? 

6.  What  is  the  country's  foreign  trade  position?     Is  it 
a  debtor  nation?     Does  it  have  an  unfavorable  balance 
continuously? 

7.  What  is  the  cultural  level  of  the  people?     What  is  the 
percentage  of  illiteracy,   the  educational  level?     How  far 
have  these  people  advanced  in  the  arts?     How  secure  are  the 
vital  institutions ,  the  family,  religion,  government, 

law,  order  and  property  rights?     Is  it  a  closely  knit, 
homogeneous  society  or  one  in  which  antagonistic  interests 
exist? 

8.  What  are  the  provisions  for  repayment  of  the  loan? 
Serial    or.  sinking  fund?     Payable  in  a  particular  currency 

or  in  gold? 
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9.  For  what  purpose  was  the  loan  made?    Was  it  for 
productive  purpose  to  be  enjoyed  and  paid  for  by  the 
present  generation  or  was  it  for  an  unproductive  purpose, 
yielding  no  return  and  passed  on  to  a  new  generation  to 
be  paid? 

10.  What  is  the  net  debt  per  capita? 

11.  What  is  the  percentage  of  debt  to  national  wealth? 

12.  What  is  the  percentage  of  annual  debt  changes  to  the 
national  income? 

13.  What  actual  burden  does  the  debt  impose  upon  the 
people? 

The  Problem  in  Brazil:  The  recent  default  of  the  Govern- 
ment of  Brazil  serves  as  an  excellent  case  to  illustrate 
several  of  our  previously  mentioned  principles.     Aside  from  the 
recent  default  due  to  the  collapse  of  the  coffee  market  in 
particular  and  to  the  governments  shrinkage  in  revenues  in 
general;   there  exists  in  Brazil,  as  the  writer  sees  the 
situation,  the  essentials  of  a  potential  case  of  debt 
repudiation.     Constant  revolution  is  inevitable  in  Brazil  8s 
long  as  the  present  type  of  government  exists.    Brazil  today 
is  too  large  for  maintenance  of  national  unity  and,  moreover, 
the  present  political  structure  is . incompe tible  with  the 
economic  situation  in  Brazil.     Economic  causes  are  the  roots 
of  the  constant  political  disturbances  in  Brazil.  One 
government  structure  is  seeking  to  meet  the  demands  of  three 
different  sections,  each  section  having  its  own  independent- 
economic  and  social  interests. 

Rio  Grande  do  Sul  is  in  the  extreme  southern  part  of 
Brazil  and  has  a  temperate  climate.     The  people  in  this  section 
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are  predominantly  European,  with  a  large  percentage  of 
Germans  and  Spanish.     This  section  contributes  heavily  to  the 
maintenance  of  the  whole  republic  through  agriculture  end 
cattle-raising,  and  the  people  feel  that  they  have  mere  in 
common  with  their  neighbors,   the  Argentine  and  Uruguay,  than 
with  the  distant  capital  of  Rio, 

Sao  Paulo  has  its  own  interests  too.     It  is  the  republic rs 
industrial  center  and  rich  coffee  region.     This  section  is 
inhabited  chiefly  by  the  Italians  and  the  Portuguese. 

To  the  north  are  the  states  of  Minas  Geraes,  inhabited 
by  Indians  and  negroes ,^hold  the  bulk  of  Brazilfs  mineral 
wealth.     These  people  have  their  own  economic  interests,  and 
racial  and  national  consciousness.     They  feel  strong  enough 
to  be  self •sustaining. 

The  people  of  these  three  sections  have  little  in  common. 
They  feel  a  minimum  of  national  unity.    Yet  they  are  thrown 
together  under  a  single  political  structure,  the  Government  of 
Erazil.     As  long  as  these  racial,   social  and  economic 
antagonisms  exist,  revolution  is  inevitable,  and  the  Government 
of  Brazil  and  the  bonds  it  issues  stand  in  a  dangerous  position. 

Purpose  of  the  Loan:     Enough  was  said,  in  the  chapter  on 
state  and  Municipal  bonds  to  convince  the  reader  of  the 
importance  of  analyzing  the  use  to  which  the  proceeds  of  a  loan 
are  put.  This  study  is  particularly  important  in  the  case  of 
national  governments.     The  investor  must  investigate  economic 
conditions  and  not  rely  upon  "the  statements  of  statesmen". 

In  June,  1930,  Germany  floated  an  international  loan  of 
$300,000 ,000,  one  of  the  several  reparation  loans.     In  his 
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letter2.  describing  the  bonds  Dr.  Moldenhauer ,  Minister  of 

Finances  of  the  German  Government,   said  that,   "Of  the  proceeds 

of  the  Loan,  two-thirds  represent  the  capita lization  of  a 

portion  of  the  unconditional  annuities  paya"&ie  to  the  Creditor 

Powers  by  Germany,"    In  other  works,  two-thirds  of  this  loan 

was  used  to  meet  reparation  payments  for  an  unproductive  war  fought 

and  lost  twelve  years  previously.     The  people  of  the  United 

States  subscribed  to  $96,250,000.  principal  amount  of 

this  loan.     The  reparation  loans  are  now  referred  to  as  the 

private  debts  while  the  reparation  payments  constitute  part 

of  the  inter-governmental  debts.     A  brief  inquiry  into  the 

reparation  payments  unfolds  several  of  the  peculiar  problems  of 

foreign  investments. 

German  Reparations:  How  can  Germany  meet  her  reparation 
payments?     From  a  stand  point  of  world  economy  the  German 
government  can  pay  only  in  four  ways,  namely,  gold,  new  credits, 
goods  and  services. 

With  upwards  of  two-thirds  of  the  world's  gold  supply 
held  in  the  United  States  and  France,   there  remains  but  a 
compare tively  small  portion  of  the  gold  distributed  in  the 
remaining  countries  of  the  world.     The  gold  Germany  has  is 
needed  as  a  basis  for  her  monetary  system,  and  even  this 
supply  is  being  rapidly  depleted  to  a  dangerously  low  figure. 
Obviously,  payment  in  gold,  is  impossible. 

The  second  method  of  debt  payment,   securing  new  credits, 
is  based  on  the  capacity  to  borrow.     Prior  to  the  Dawes  plan 
Germany  paid  its  debts  largely  by  foreign  exchange  obtained 
through  the  sale  on  the  international  markets  of  German  paper 
money.     Payments  since  1924  have  been  made  with  borrowed  funds. 

2-  Letter  Dated  June  10,  1950,  Basle,  on  file  with  the  Banks  of 

International  Settlements,  and  quoted  in  the,    circular  describing 
the  bonds • 


The  acquiring  of  new  credits  to  be  used  to  meet  annual 
reparations  payments  does  not  solve  the'  problem,  but  merely 
adds  to  German's  indebtedness.     A-one-year-debt  holiday 
and  emergency  credits  supplied  by   sympathetic  foreign  governments 
and  bankers  have  held  off  a  financial  collapse  for  the  past 
six  months.     What  the  result  will  be  remains  to  be  seen.  The 
fact  to  be  noted  here,  however,  is  that  the  securing  of  new 
credits  offers  no  permanent  relief  to  Germany.     Thus  we  can  see 
that  if  the  reparations  are  to  be  paid,  they  must  be  paid  out 
of  foreign  exchange  purchased  by  Germany  with  the  goods  and 
services  which  she  exports. 

Thus  the  answer  to  the  question,  how  can  Germany  meet  her 
reparation  payments,  boils  down  to'  a  consideration  of  Germany's 
goods  and  exports.     How  can  Germany  meet  the  reparation  payments 
from  her  foreign  income,  without  borrowing?     To  do  this 
Germany  must  sell  in  American  markets  enough  German  goods  and 
services  to  pay  for  her  imports  from  America,  for  the  interest 
and  service  on  her  foreign  debts,  and  lastly  for  reparations. 

German  industry  is  able  to  produce  enough  goods  to  cover 

imports  and  to  leave  a  surplus  available  for  debt  payments. 

The  German  government  could  raise  through  taxation,  enough 

German  marks  to  buy  dollar  exchange  from  German  manufacturers 

and  exporters,  and  thus  make  payment  in  this  way.     But  such  a 

method  assumes  that  Germany  is  able  to  sell  in  American  markets 

the  goods  which  German  industry  is  capable  of  producing.  In 

order  that  this  method  became  effective  the  United  States  will 

have  to  change  from  an  exporting  to  an  importing  nation,  and 

change  to  the  extent  of  $500,000,000.  e  year.     But  domestic 

manufacturers  and  their  representatives  in  Washington  are 

emphatically  opposed  to  any  such  change.     In  the  past  decade 
they  have  evidenced  their  opposition  with  high  tariff  walls 
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in  1922  and  still  higher  protective  tariffs  in  1950;  and  by 
definitely  establishing  the  idea  that  United  States  is  an  ex- 
porting nation, and  rather  than  to  change  its  trade  position, 
it  intends  to  strengthen  its  position  as  an  exporting  nation. 

Viewing  the  problem  in  this  way, one  can  see  that  the  re- 
parations problem  can  be  settled  in  only  two  ways:   (1)  cancel 
or  scale  them  down,   (2)  remove  or  scale  down  the  tariff  barriers 
and  permit  Germany  to  pay  its  debt   in  goods r 

Foreign  bonds  are  steadily  becoming  a  more  important 
factor  in  the  American  investment  market.  Our  growing  interest 
in  foreign  markets,   our  shift  from  a  debtor  to  a  creditor  nation, 
and  the  likelihood  that  our  capital  will  increase  (and.  perhaps 
is  now  increasing)  faster  than  the  increase  of  home  industries 
and  domestic  investment  opportunities  are  the  chief  factors  in 
our  new  interest  in  foreign  government  bonds.  The  disastrous 
results  of  many  of  our  foreign  investments  of  the  past  decade, 
however, evidence  the  need  of  keener  analysis  by  investors  and 
of  more  ethical  practices  by  American  investment  bankers. 
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SUMMARY 

Throughout  this  thesi3  the  author  has  stressed  the 
fundamental  principles  of  government  bond  investment.     He  feels 
that  repetition  of  those  principles  is  unnecessary  at  this 
point. 

The  recent  wave  of  prosperity  and  buoyancy  in  the  security 
markets  was  accompanied  by  false  prophets  and  unsound  in- 
vestment theories.     A  new  science  of  finance,  a  common  stock 
era,  was  the  theme  of  the  new  doctrines  of  these  heralds  of 
perpetual  prosperity.     The  present  economic  deflation  has  been 
a  severe  blow  to  the  "new  era",  but  has  served  to  bring  home  to 
investors  the  realization  that  fundamental  investment  principles 
do  not  change  as  rapidly  as  some  misguided  individuals  would 
have  us  believe.  , 

Governmental  bodies  continue  to  be  large  users  of  borrowed 
capital.     If  .hdolph  '7agner»s  observations  snd  the  present  trend 
in  public  finance  are  any  indications  of  the  future  trend  in 
public  borrowing,  one  can  safely  say  that  as  civilization 
progresses  governmental  functions  will  expand  and  will  demand 
increased  amounts  of  investment  capital.     Government  bonds  will 
continue  to  be  a  popular  investment  security  because  they  are 
secured  by  the  integrity  and  recources  of  an  organized  society. 
Experience  shows,  however,  that  even  governments  acting  in  good 
faith  have  over-borrowed,  have  used  their  loans  unwisely  and 
have  fallen  into  financial  difficulties.     Thus  there  have 
grown  up  great  differences  in  the  credit  standing  of 
governments  and  in  the  investment  worth  of  the  bonds  they  issue. 
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Ill 


To  assure  safe  investment } careful  analysis  is  necessary. 
The  financial -  responsibility  of  the  people  of  the  issuing  unit, 
as  evidenced  by  their  debt  record,  will  indicate  their  good 
faith  or  willingness  to  pay.     The  ottierchief  analysis  deals 
with  the  government's  capacity  to  pay,   or  an  analysis  of  the 
total  debt  in  comparison  with  the  resources  and  resourcefulness 
of  the  people.     A  worth  while  analysis  calls  for  detailed 
investigation  and  sound  judgment  based  on  the  facts. 

The  writer  hopes  that  this  thesis  will  acquaint  the  reader 
with  the  fundamental  investment  principles  of  public  securities 
and  will  suggest  a  practical,  yet  scientific,  procedure  of 
government  bond  analysis. 
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